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; UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OP NEW YORK 


' ROSALIND rOGEL and GERALD FOGEL, 

I* ** 9 


Plaintiffs, 


-against-’ 


-GEORGE A. CHESTNUTT, JR., JOHN CURRIER, 
FRANK G. FOWLER, JR., WARREN K. GREENE, 
RICHARD W. RADCLIFFE, STANLEY L. SABEL, 
FRANCIS L. VEEDER, AMERICAN INVESTORS 
CORPORATION, CHESTNUTT CORPORATION and 
AMERICAN INVESTORS FUND, INC., 

• 

Defendants. 


68 Civ. 2855 (IBW) 

SUPPLEMENTAL ‘ 
COMPLAINT 


PLAINTIFFS DEMAND 
TRIAL BY JURY 


). Plaintiffs, for their complaint, allege upon information 

■t • ' • 

i and belief, except as to 1 2 which they allege upon knowledge: 

i; / 

j 1. This action/arises under the Investment Company 

' i 

•Act of 1940, 15 U.S.C. SS 80a-l et seq. (the "1940 Act"), the 

i . 

. 

■ Investment Advisers Act of 1940, 15 U.S.C. SS 80b-1 et seq. 

I . * 

(the "Advisers Act"), and the Securities Exchange Act of 1934, 

4 0 

15 U.S.C. SS 78a et seq. (the "1934 Act") . The jurisdiction 
of the Court is based on all three Acts. 

2. (a) Plaintiffs jointly were shareholders of de¬ 
pendant, American Investors Fundf, Inc. (the "Fund") and plaintiff 

jj # 

‘ Rosalind Fogel has been and is a shareholder since at least 1963 
Ijand at the times of the wrongs complained of herein. 

It •• 

*■ (h) Plaintiffs bring this action derivatively on 

• 4 

behalf of the Fund and representatively on be!..,lf of themselves 

•* . 

•• 

and all other shareholders of the Fund similarly situated. 












Jt 


(c) This action is rot brought collusively to 
confer upon this Court jurisdiction which it otherwise would 
not have. 

3. The Fund is a New York corporation. It is and 
at all times relevant herein has been registered under the Act 

I 

as a diversified open-end management investment company. 

4. (a) The individual defendants comprise the Fund's 

| 

board of directors. 

* 

fb) In addition to their being directors of the 

i 

Fund, defendant George A. Chestnutt, Jr. is president of the 

t 

• t 

» 

Fund; defendant Stanley L. Sabel is vice president and secretary 

• 

i 

of the Fund. I 

I 

• 

5. Defendant Chestnutt Corporation (the "Investment 

j 

Adviser"), a Connecticut corporation, is the successor in in¬ 
terest to American Investors Corporation. Defendant George A. 
Chestnutt, Jr. is president, treasurer and a director of the 
Investment Adviser, and owns about forty-six (46%) per cent 
of its voting stock. Defendant Stanley L. Sabel is vice president, 
secretary and a director of the Investment Adviser, and owns 
about sixteen (16%).per cent of the voting stock.- 
Defendant John Currier owns about two (2%) per cent of the 

t - 

voting stock of the Investment Adviser. 

6. For the years ended December 31, 1963, 1964, 1965, 
1966, 1967, 1968, 1969, and 1970 , the Fund paid the Investment 
Adviser and its predecessor, American Investors Corporation, 

i 

pursuant to an investment advisory contract, investment ad¬ 
visory fees of $93,347, $187,083, $337,626, $529,663, $1,087,993, 
$1,464,000, $1,557,000, $1,175,000 . 


■ X.- 





#f ir*v v wa liwjr o v ■ wvmwn « r/trLDiLn. answenniz rne rnrrminmr i ( 

I now receives substantial additional compensation by the use of 

I 

i a device known as "reciprocal brokerage". Reciprocal brokerage 

‘ 

; is the awarding of brokerage commissions resulting from the 
Fund• s portfolio transactions to those brokers and dealers who 

t 

i sell Fund shares to the public and who supply research and in¬ 
i' i 

vestment advice to the Investment Adviser. Reciprocal brokerage 

| ; * . 

i; vias abolished by the NASD.-on Mav 25, 1973 effective July 15. 1973. 

.— -- 

8. The assets of the Fund are invested in securities 


j' which are traded on the national securities exchanges and in 

•I 

j • 

the over-the-cc . ter market. In the purchase and sale of such 

r 

ti securities the Fund has paid substantial brokerage commissions. 

!i 

l» • 

I The Fund pays such brokerage commissions to brokers and dealers 
l{ 

i* ^ho sell its shares and who supply research and investment ad- 

i 

! • ! 

vice to the Investment Adviser. In 1964, 1966, 1967, 1968 . 

1969, and 1970 . the Fund paid brokerage fees of $275,000, 

. t 

$387,000, $551,668, $1,995,087, $3,122.160, $2.489.281, $2.059.234 ' 
respectively. Of such commissions the Fund allocated approxi¬ 
mately $162,000, $247,000, $261,913, $935,966, $2,022,457. 

$1,196,059, $1,108,667 during the years 1964 through 1970 
to brokers who provided helpful information to the Investment 

I 

Adviser and approximately $113,000, $140,000, $289,755, $1,059,12l', 

: ; * . « 

j -$,11099,703, $1,293.222, $950,000 . in the years 1964 through 
• 1970 to brokers who assisted the • Investment Adviser in the sale 

i 

‘ of Fund shares. 

i! 

ji 5. The Investment Adviser's power to allocate the 

;• Fund's brokerage commissions .is a power in trust which must be 
j! used for the benefit of the Fund and not for the benefit of the 

i i 

Investment Adviser. • ! 


1 * 


-3- 








a 


sa 


10. (By awarding reciprocal brokerage, the Investment 

» • 


r; 


Adviicr and the.individual defendants benefit themselves by 

’ 

stimulating sales of the Fund's shares. Such sales increase 

it • 

the total assets of the Fund and thus increase the profits which 
i. 

the defendants are able to earn through the investment advisory 

* 

contract with the fand. Such sales, however, result in no 
benefit to the Fund or its shareholders. 

11. By awarding reciprocal brokerage, the Investment 

Adviser is also benefited by receiving advisory services from « 

* ! 

those brokers and dealers who receive the commissions from the 
Fund. As adviser to the Fund, the Investment Adviser is required L 
to furnish these advisory services. The Investment Adviser is 
thus able to utilize the services of these brokers to fulfill 


i 


its obligations * to the Fund at the Fund's expense rather than 


: t 


its own. * c 

• * 

12» An af filiate of the Fund or the Investment Advisor 

I 

could be empowered to act as the Fund's broker and save a portion i 
of the very substantial brokerage commissions it is forced 
to pay. The reason this is not done is that the Investment 
Adviser prefers to profit from such brokerage transactions and 


I to pay its obligations by awarding the Fund•s brokerage commissions 


to others. 




13..i The practice of reciprocal brokerage results 






and has resulted in compensation to the Investment Adviser that 

'•I 

exceeds the amounts provided for in the investment advisory 


contract, and thus exceeds the compensation permitted by the' 
1940 Act. - 













14. Those brokers who execute portfolio transactions 
for the Fund arc willing to execute such transactions for less 
than the commissions paid to them. In fact, in many cases such 
brokers do'execute transactions for less than the commissions 
paid to them, giving up the balance to brokers and dealers who 
sell Fund shares, or supply services to the Investment Adviser, 
at the direction of the Investment Adviser. Brokers and dealers 

I 

who receive such "give-ups’ perform no services of value in 
connection with the execution of portfolio transactions on 
which commissions are paid. 

15. Those amounts paid as "give-ups" could have and 
should have been returned to the Fund either by direct payment 
to the Fund or by crediting them against advisory fees other¬ 
wise payable by the Fund. Failure to so return these excess 
portions of the brokerage commissions constitutes an appropriation 


of the assets of the Fund by the Investment Adviser in violation 
of the 1940 Act, and constitutes a violation of the anti-fraud 


provisions of the 1934 Act and the Advisers Act. Give-ups 
were abolished on December 5, 1968. * 






II 


16. The Fund purchases and sells a substantial amount 

» • 

of securities of companies who securities are not listed on a 

| 

j national securities exchange and are traded exclusively in the 
; over-the-counter market. The Fund makes purchases and sales 

ij _ 

jj of such securities through brokers and dealers who sell Fund 
i shares or supply research and investment advice to the Invest- 
i, ment Adv iser. For the execution of these transactions, the 
Fund has paid and continues to pay those brokers and dealers 
! substantial brokerage commissions and mark-ups *md mark-downs. 


t i ca | 

i 

17. In so executing transactions, the Fund has failed j 
to obtain the most favorable prices and executions for the pur- 
chase and sale of portfolio securities. Instead, the Fund has 

interposed"those brokers and dealers who sell its shares and 

. • 

supply advice between the Fund and those brokers and dealers 

/ t 

and others from whom the most favorable prices and executions 
! were available. 





* jj 18. Hie brokerage commissions and mark-ups and mark- 

5 

|| downs paid by the Fund for the execution of over-the-counter 
|! transactions are gratuitous payments to those brokers and dealers 

f 

!j who sell Fund shares and supply advice for which no service 

ji 

jj of value to the Fund is rendered. They consist of charges for 

ij 

I transactions executed in the over-the-counter market with "market 
makers" (i.e., dealers who advertise their willingness to buy 
j and sell particular securities) and others, all of whom would 


have dealt directly with the Fund on the same basis as they 


dealt with the brokers and dealers who sell Fund shares and 
supply advice. By dealing directly with the former, the Fund 
could have saved the commissions, mark-ups and mark-downs paid 
to the latter. The reason that the Fund makes virtually all of 
- its ( over-the-counter purchases and sales through such brokers 
and dealers is that the Investment Adviser dominates and controls 
j the Fund and prefers to profit at the Fund's expense. 

i 

19. Payments of brokerage commissions, mark-ups and 

•I 

j mark-downs by the Fund for the execution of over-the-counter 

I 

/transactions is an appropriation by the Investment Adviser and 
the individual defendants of the Fund's assets in violation 
iof the anti-fraud provisions of the 1934 Act and the Advisers Act. 


N 








ir 


- I 

.113 

20. The right to choose the Fund's broker and the 
; method of trading the Fund’s portfolio securities belongs to 

H ! 

! the Fund. By diverting this opportunity to themselves, the 

j i 

Investment Adviser and the individual defendants have prevented 

t! I 

•I 

•! the Fund among other things from (a) conducting its own brokerage 

’% 

;! 

'i business; and (b) obtaining the best commission rates for the 

' : 

purchase and sale of its portfolio securities. 

t 

21. • As a result of the desire of the Investment Ad- 

• i 

il 

viser to utilize reciprocal brokerage commissions, opportunities 

h 

l 

1 have been foregone to execute transactions for the Fund in the 
! so-called "Third Market" where the total cost of executing port- . 

;i folio transactions is often less than the total costs of exe- 

t! 

! cuting the same order on a national securities exchange. Similar- 

ly, the Fund has foregone opportunities- to utilize brokers who 

I 

»J 

would execute transactions more advantageously. 





21(a) The Fund or the Investm ent Adviser could have 
organized an affiliate for the purpose of reducing the net 
brokerage commissions paid by the Fund. This affiliate could 
have recaptured the Fund's brokerage commissions on various 
regional exchang es since at least January, 1965. Defendants 
Chestnutt, S abel, and Greene intentionally mislead and mis- 

i 

informed the Fund's unaffiliated d irectors by telling them that 
such recapture was not available to the Fund. 


•i 


22. As a result, payment of these commissions, mark- 
■j ups and mark-downs by the Fund violates § 37 of the 1940 Act 

1 in that money and assets of the Fund have been and arc being 

.1 

unlawfully and willfully converted by the Investment Adviser 
j and the individual defendants, and such payment constitutes 





a violation of § 10(b) of the 1934 Act and § 206 of the Advisers 
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23. In addition, the aforesaid acts have been and 

i 

are a gross abuse of trust, bad faith, gross negligence and a 

i 

disregard by the Investment Adviser and the individual defend- 

I 

ants of the fiduciary duties which are imposed on them by the 

*• • 

1940 Act and §S 1(b) (2), 10, 17(e) (1), 17(h), 17 (i) and 36 

• . ! 

in particular. .* j 

• • 

• i 

23(a) The wrongs alleged herein are continuing wrongs. 

They have continued up to the date of this supplemental complaint 
and are still continuing . 

I 

24. Any demand on the Fund's board to bring this action 
would be futile and is unnecessary because: 

(a) The defendant directors are the principal 
wrongdoers herein, some of whom have personally profited from 
the wrongs alleged in this complaint; 

I 

(b) A majority of the Fund's directors took 

i 

part in the wrongs alleged herein; and I 

(c) The directors are and would be hostile to 


the successful prosecution of the instant lawsuit. 


I 

I 









25, Demand upon the Fund's shareholders to bring 

this action would be- futile and is unnecessary for at least 

the following reasons: 

( 

(a) The wrongdoings alleged herein violate 
the 1940 Act, the 1934 Act and the Advisers Act, and are a waste 
of the Fund's assets, and hence are incapable of shareholders' 
ratification. 


i 

I 

I 

i 

i 

I 


(b) The Fund has many thousands of shareholders 
scattered all over the United States and foreign countries. 

Their identity is subject to frequent changes. To secure action 
from the shareholders would require a proxy fight with management 
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which controls the proxy machinery of the Fund and uses the Fund's 

• 

monies in preparing and mailing proxy material and soliciting 

votes. The conduct of a proxy fight would entail prohibitive 

expenses apd would cause undue loss of time with the danger 

that the claims herein alleged might become barred by the* statute 

« . 

of limitations or laches. ! 


WHEREFORE, plaintiffs pray for judgment: 

1. Enjoining defendants temporarily and permanently 
from continuing their unlawful conduct alleged herein; 

2. Requiring defendants jointly and severally to 
pay to the Fund the illegal and excessive brokerage commissions 
paid by the Fund; . 

3. Requiring defendants jointly and severally to 


pay to the Fund* and its shareholders their damages and the 

• . 

profits derived by defendants from the wrongful actions alleged 


herein; 


4. Allowing plaintiffs their costs and expenses of 


this action, including reasonable counsel fees; and 


5. Granting plaintiffs such other and further relief 


as may be just. 

Dated: New York, N. Y., 
July 25, 1973 


POMERANTZ LEVY HAUDEK & BLOCK 
Attorney for Plaintiffs 
295 Madison Avenue 
New York, New York 10017 
LE-2—4800 


I 











n 


STATE OP NEW YORK ) 


: SS.: 


COUNTY OP KINGS ) 


ROSALIND POGEL being duly sworn, deposes and says: 
that she is the plaintiff in the within action. That she has 
read the foregoing supplemental complaint and knows the con¬ 
tents thereof; thit the same is true to her own knowledge, 
except as to matters therein stated to be alleged on information 
and belief, and that as to those matters she believes them to 
be true. 


ROSALIND FOGEL 


! Sworn to before me, this 


day of 


, 1973 . 


i 







UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 


iROSALIND FOQEL and GERALD FOGEL, 


Plaint iffa, 


-against- 


GEORGE A. ClfESTNUTT, JR., JOINT CURRIER, 
FRANK G. FOV/LZR, JR., WARREN K. GREENE, 
•RICHARD W. RADCLIFFE, STANLEY L. SA3EL, 
{FRANCIS L. VENDER, AMERICAN IirVZSTORS 
CORPORATION, CKSSTNUTT CORPORATION and 
'AMERICAN INVESTORS FUND, INC., 


x 

: 
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ANSWER 


Defendants 


x 









Defendant a GEORGE' A. fllCS'i'iiU 'l u l', JW., JIJHU 

CURRIER, WARREN K. GREENE, STANLEY L. SABEL, AMERICAN 
INVESTORS CORPORATION and CHESTNUTT CORPORATION, by their 
attorneys O'CONNOR & FAR3ER, answering the complaint 
jherein, respectfully show and allege: 

1. Deny each and every allegation contained 
[in paragraph "l". 

2. Deny the allegations of paragraph "2(a)", 
jexcept admit that the records of AMERICAN INVESTORS FUND, 
INC,, (the "Fund"), show shares standing in the names of 

10SALIND FOOEL and GERALD FOGEL purchased through January 
20, 1967 on the following dates and in the following 
amounts and numbers of shares: 


Date 

i/11/63 

11/4/64 

3/14/64 

12/8/64 

3/26/65 

e/25/65 

9/24/65 

12/24/65 

3/13/66 

5/12/66 

11/23/66 

I/20/67 


Number 

of 

Shares 

14.085 

10.724 

1.281 

9-597 

0.385 

0.412 

0.331 

0.313 

O.568 

6.163 

7.278 

1.068 


Price 

Total 

Cumulative 

Per 

Cost 

Number of 

Share 


Shares 

$14.20 

$200.00 

14.085 

18.65 

200.00 

24.809 

19.37 

24.81 

26.090 

20.84 

200.00 

35.687 

23.19 

8.92 

36.072 

221.89 

9.02 

36.434 

23.91 

9.12 

36.865 

29.46 

9.22 

37.178 

32.72 

18.59 

37.746 

32.45 

200.00 

43.909 

27.48 

200.00 

51.187 

29.71 

31.74 

52.255 • 
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Deny knowledge or Information sufficient to form 3 
a bcj.ici as to the truth of the allegations contained in 
subparagraphs " 2 (b)" and " 2 (c)". 

3. Admit the allegations of paragraph "3". 

4. Admit the allegations of paragraph "4". 

5- Admit the allegations of paragraph " 5 " a 3 

being true at the tlmo of the complaint; except allege 
that certain changes have occurred in the percentages 
therein referred to 3ince that date; and except deny 
that CiESU’NUTT CORPORATION ("the Investment Adviser"), 
is the successor in interest to AMERICAN INVESTORS 
CORPORATION, and allege that CHESTNUTT CORPORATION 
jj aoc 3 ul rC‘i the assets of AMERICAN INVESTORS CORPORATION, 
subject to its liabilities, on or about July 19, 1966 , and 
that AMERICAN INVESTORS CORPORATION was thereafter 
dissolved. 




ueurue n B >uup uiuv.w>i y*. •_ • r* __ 

6. Admit the allegations contained in 
paragraph "6". 

7. Deny the allegations contained in paragraph 

Vy II 
I • 

8 . Deny each and every allegation contained in 
Paragraph "8", except admit that the assets of the Fund 
are invested in securities which are traded on national 
securities exchanges and in the over-the-counter market 
and that the Fund in making such investments has been 
required to pay brokerage commissions. Defendants 
allege that all purchases of or subscriptions for Fund 
shares are made through The Bank of New York, as agent 
for the purchaser, or by direct purchase or subscription 
from the Fund. Defendants allege that in accordance 

with its prospectus, tho Fund places orders for transactions 
in portfolio securities with brokers or dealers providing 
tho most favorable prices and executions available. 


-2- 




I '3 

Speed and accuracy In obtaining market quotations, 
promptness in execution of orders at minimum commission 
rates, and promot reporting of executions arc absolutely 
essential. Among such brokers and dealers, those who 
have provided helpful information to the Fund, or have 
assisted in the sole of Fund shares, are given preference 
(without agreement to do so) in allocating brokerage 
business, but not at any sacrifice in price or execution, 
and whether or not such preference were given, the Fund 
would have to pay the same amount of commissions. Such 
helpful information obtained from brokerage sources 
involves quick, accurate quotations and data as to the size 
of the market; nev?ly obtainable data on money statistics, 
earnings projections, dividend prospects; probable sellouts, 
mergers, consolidations, and liquidations; general tape 
action, with volume of shares, blocks recently traded 
or to be traded, who the buyers and sellers are believed 
to be, and other information as to the state of the market 
ut a particular moment. Brokerage commissions of $337,000 
wore charged to the Fund on purchases and sales of the 
Fund's portfolio securities in 1965, $551,663 in i960, 
and $1,995/087 in 1967. Of 3uch amounts the Fund allocated 
approximately $247,000 in 1965, $261,913 In i960, and 
$935,966 in 1967, as paid to brokers who provided helpful 
information, and approximately $140,000 in 1965, $289,755 in 1 
1966, and $1,059,121 in 1967, ns paid in connection with the 


salo of Fund shares 






9. Deny that the Investment Adviser has power to 
allocate the Fund's brokerage commissions, and allege that 
the Fund has power to allocate brokerage commissions and 
that the Fund has exorcised it3 power for the benefit of 
the Fund, and deny any implication that allocation of the 
Fund's brokerage commissions may be for the benefit of the 
Investment Advisorj and except as herein admitted, deny 
each and every allegation contained in Paragraph "9". 





.i sa 

10. Deny each and every allocation contained in 
Paragraph "10", and allege that ealea by the Fund of its 
chares benefit the Fund and its shareholders in many re¬ 
spects, Including reducing the proportionate expense per 
oharo of operating the Fund and the proportionate expense 
per share for investment advice, by furnishing liquid assets 
for advantageous investments, providing liquid funds for 
redemption by shareholders desiring to redeem their share in 
the Fund without the necessity of liquidating portfolio in¬ 
vestments for other than investment reasons, by affording 
means of assuring continuity of expert management and ad¬ 
vice and enables the Adviser to hire employees of talent and 
ability, and further allege that all matters relating to the 
size of the Fund and the sales of its shares are matters of 
business Judgment of the Fund's directors and officers. 

11. Deny each and every allegation contained in 
Paragraph "11"; defendants repeat the denials and allega¬ 
tions contained in Paragraph '8" of this answer, and further 
allege that when economic information relating to particular 
Investment situations Is offered to the Fund by a broker 
to stimulate business, it is the practice of the Fund 
upon receiving such information from brokerage sources 
to refer such information to its Investment Adviser for 
verification and opinion as to validity, accuracy, and 
for further research and recommendation as to the 
desirability of acting upon such information, all of 
which involves Independent work by the Adviser with 
related costs, and to the extent such information can be 
utilized, such information can aid the Adviser in achiev¬ 
ing better Investment performance for the Fund. 
















12. Deny that the Fund could be empowered to 

i 

I net ns its own broker directly. Defendants allege that 
the Fund '3 management as u nactor of Judgment ha3 not 
Injected the Fund indirectly or through subterfuge and 
indirectly through affiliates into the unsettled, confusing 
and contradictory policies and regulations of certain 
regional exchanges where minor portions of the rund's 
portfolio transactions are affected; and further allege 
that the Fund cannot act a a its o'.ni orokcr indirectly 
or through subterfuges in the principal and major markets 
where the Fund effects portfolio transactions. Defendants 
further allege that were the Fund to take any steps 
attempting to act as its own broker indirectly and through 
subterfuge in any minor markets that the Fund's investment 
success in achieving tne objectives set forth in its 

I 

prospectus would be seriously impaired and its operations 
impeded through immediate informing of competing investors 
of the Fund's portfolio transactions; would militate 
against obtaining the best execution services Irom full-time, 
professional, competitive brokers; ana would devote its 
valuable Investment management talent to unproductive 
effort, lead to possible duality of interest and impose 
unwarranted risk and expense upon the Fund for a 
jonjcctural return by no means certain to be achieved. 

Except as herein admitted, defendants deny each and 

every allegation contained in paragraph "12". _j 






13* Deny each and every allegation contained 
in Paragraph "13". 

14. Deny each and every allegation contained in 
Paragraph "14", and allege that the Fund is compelled to 
execute orders on national securities exchanges at the pre¬ 
scribed minimum commission rates; and further allege that 





where* in accordance with tho minimum rates and the rules 
of such exchanges which have been approved and mandated 
by the Federal Securities and Exchange Commission, certain 
brokers have paid over portions of commissions in 
accordance with such rules and regulations to other 
brokerage firms, that such payments have been made for the 
benefit of tho Fund and tho achievement of its investment 
objective, including the assurance of the most favorable 
prices, the best executions of orders, tho stimulation 
of timely and accurate market and other information, and 
the flow of adequate liquid capital to take advantage of 
investment opportunities and provide for the redemption of 
shares, as well as to effect a proportionate reduction 
in the expense per share of operating the Fund through 
growth of the Fund's assets. 

15. Deny each and every allegation contained in 

Paragraph "15". 

16. Deny each and every allegation contained in 
Paragraph "16", except admit that the Fund purchases and 
sells a substantial amount of securities in the over-the- 
counter market; and allege that such securities have been 
acquired at such net prices or upon payment of ouch 
brokerage commissions as in the Judgment of the Fund and 
the adviser have been advantageous to the Fund in the 
light of market conditions obtaining at the timc3 of such 
transactions, and in accordance with customary and required I 
practices obtaining in such markets. 

17. Deny each and every allegation contained 
in Paragraph "17." 

18. Deny each and every allegation contained 
in Paragraph "18." 
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19 . Deny each end evory allegation contained In Paragraph 

"19." 

20. Deny each and evory allegation contained In Paragraph 
m 20 h ; and allege that the Fund has chosen Its brokers and conducted 
Its portfolio transactions in the intereot of the Fund and In accor¬ 
dance vlth Its best Judgment and tho best Judgment of tho advisor. 

21. Deny each and every allegation contained in Para¬ 
graphs - 21 / - 22 / -23/ -24/ -25.- 

FIRST AFFIRMATIVE DEFENSE 

22. The court lacks Jurisdiction over the subject matter 
of this action in that thero is no allegation of diversity of citizen¬ 
ship and in that there is no statement of a claim for declaratory 
relief or claim of vrong or injury upon vhich relief can be granted. 

SECOND AFFIRMATIVE DEFENSE 

23. The complaint fails to state a claim under the Con¬ 
stitution, Lavs or Treaties of the United 8 tatos, or upon vhich relief 
can be granted under the Investment Company Act of 1940 (15 U.S.C. 

§ 80 a-l et seq.), the Investment Advisers Act of 1940 (15 U.S.C. 

$80b-l et seq.), and the Securities Ecchange Act of 1934, (15 U.S.C. 

&, 6 a et ceq.), and to tho extent the complaint purports to state a 
representative claim, it falls to state a claim upon vhich relief 

can be granted. 

THIRD AFFIRMATIVE DEFENSE 

24. Defendants repeat and reallege each and every denial 
and allegation contained in this anever. 

25* Plaintiffs do not fairly and adequately represent 
the Interests of shareholders similarly situated in enforcing the 
purported claims in the right of dofendant Fund, and this action nay 
not be maintained by plaintiffs either dorlvatlvcly or roprcsontatlvely. 













22a 


fourth affirmative 

2 6 . Defendants repeat and reallege each and every denial 

and allegation contained In thin onsver. 

27. The Fund has received the benefit of brokerage cervices 
equal in value to the brokerage cocalssions paid by it at the regular, 
customary and required minimum rates for tranoactions on national 
securities exchanges, and the Fund hoc received the benefit of broker¬ 
age services equal in valuo to brokerage commissions paid by it in 
accordance vith regular and customary rates obtaining in other markets, 
all in accordance vith rules and regulations of national securities 
exchan g es and associations authorized and empowered by lav to deter¬ 
mine brokerage practices, rates and procedures, and this action nay 
not be maintained. 

FIFTH ATFIRI'-ATIVE DEFENSE 

28. Defendants repeat and reallege each and every denial 

and allegation contained in this answer. 

29. The nanner in vhlch the £\ind has selected brokers to 
effect portfolio transactions has boen disclosed to plaintiffs and 
all other shareholders in prospectuses and other vritten publications 
received by plaint iffs.and other shareholders, both prior to the tics 
plaintiffs became shareholders in the Fund and continuously thereafter 
during vhlch period of time plaintiffs have continued to purchase 
ohares of the Fund, and plaintiffs and all others similarly situated 
are estopped to maintain this action and have ratified and confirmed 
the acts complained of, and this action may not be maintained either 
derivetely or representatively. 

SIXTH AFFIRMATIVE D'-T^ISS 

30. Defendants repeat and reallege each and every denial 
and allegation contained in this onsver. 
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31. Tho Fund has not been doprlved of any bcnoflt and hao 
suffered no injury as a result of tho acts complained of, and this 
action nay not ba maintained. 

WHEREFORE, these defendants demand Judgment dismissing 
the complaint, together vlth coots and disbursements of the action. 
Dated 1 January 17, 1969 O'CSC ICR & FARCER 



Attorneys for Defendants 
George A. Chcstnutt, Jr. 

John Currier 

Warren K. Greene 

Stanley L. Sobol 

American Investor g Corporation 

Chcstnutt Corporation, 

Office and Poet Office Address 
120 Broadway 
Eev York. W.Y. 10005 
Tel. RE 2-5800 
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UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 

— - -- -- x 

ROSALIND FOGEL and GERALD FOGEL, : 

Plaintiffs, s 


-against 


GEORGE A. CHESTNUTT, JR., JOHN CURRIER, 
FRANK 0. FOWLER, JR., WARREN K. GREENE, 
RICHARD W. RADCLIFFE, STANLEY L. SABEL, 
FRANCIS L. VEEDER, AMERICAN INVESTORS 
CORPORATION, CHESTNUTT CORPORATION and 
AMERICAN INVESTORS FUND, INC., 


68 Civ. 2885 
ANSWER 


Defendants. 


x 


Defendant AMERICAN INVESTORS FUND, INC., by its 
attorneys Royall, Koegel & Wells, for its answer to 
the Complaint states that no charges are made against 
it in the Complaint and that it submits its rights to 
the Court and asks the Court to make such Judgment and 
deoree herein with respect to said defendant as may be 
Just and proper. 


ROYALL, KOEGEL & WELLS 




Attorneys for Defendant 
American Investors Fund, Inc. 
Office and P.O. Address 
200 Park Avenue 
New York, New York 10017 


I 

l 

\ 


Telephone: 972-7000 
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| UNITED STATES DISTRICT COURT 
! SOUTHERN DISTRICT OP NEW YORK 
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jj ROSALIND FOGEL and GERALD FOGEL, 

•Plaintiffs, 

-against- 
GEORGE A. CHESTNUTT, JR., et al.. 

Defendants. 


68 Civ. 2855 IBW 

PRETRIAL ORDER 


By order of this Court the issue of liability is 
j| being tried separately and before the issue of damages and the 
right to a jury trial has been waived by both parties. 

1. The pleadings have been deemed amended and supple- 

lj mented by plaintiffs' supplemental complaint dated July 25, 1973. 

Jj 

J plain tiffs* motion pursuant to FRCP 15(d) permitting them to 

i serve this supplemental complaint was granted by order of this 

I 

; Court dated August 14, ]<*73. 

2. Plaintiffs abandon no issues raised in this 
supplemental pleading. 

.1 

i * • 

3. The following has been stipulated by counsel for 
J; all parties: 

lj 

!j American Investors Fund (the J 'Fund i! ) is a New York 

» 

corporation. It is, and at all times relevant has been regis- 

j t€red under the Investment Company Act as a diversified open-end 
1 management company. 
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("Management Co.") 


Defendant Chestnutt Corporation,/the Fund's manager and 
investment adviser, is a Connecticut corporation. It acts as the 

I 

, • • 

Fund s investment adviser pursuant to an investment advisory agree— 

I 

ment. On July 19, 1966 it acquired the assets of defendant 

• .1 

American Investors Corporation, the Fund's previous investment 1 

I 

I 

adviser, subject to American Investors Corporation's liabilities. 

Both American Investors Corporation a..d Chestnutt Corporation had 

the same officers, directors and stockholders and each stockholder 

* i 

held the same proportionate interest in both corporations at the ' 

time of the merger. 

The records of American Investors Fund, Inc. show shares 
standing in the names of Rosalind Fogel and Gerald Fogel since 

f 

January 11, 1963. They continue to show them as shareholders of ' 

i 

record to the present time. 

! 

At the time the complaint herein was filed the stock- 

1 

i 

holders of Chestnutt Corporation included defendants Chestnutt, 

i 

Sabel, Greene and Currier. A 1 % stock interest in Chestnutt 
Corporation (and its predecessor) has been held by the wife of 
Clendon H. Lee since approximately 1960. In 1965 Clendon H. Lee 
commenced acting as Special Counsel to the Fund & Chestnutt Corp. 
in various matters. The aforesaid defendants and Clendon H. Lee 
had the following approximate percentage interest in the voting 

i 

stock of Chestnutt Corj . : '-.ion: ! 


I 









I 

♦ 

I 

I 

I 

i 

I 

i 

i 

I 


• il 

,! 

I! 

ii 



George A. Chestnutt, Jr. 4796 
Stanley L. Sabel 1696 
John Currier ' 296 
Clendon H. Lee (attributed) 196 
Warren K. Greene 0.496 


At all times relevant herein: Defendant George A. 
Chestnutt# Jr. was president and director of the Fund. He was 
also president, Uu-iifWi and a director of Management Co. 

Defendant Stanley L. Sabel was senior vice president 
secretary and a director of the Fund. He was also vice president 
secretary, general counsel and a director of Management Co. 
Commencing about 1966# the firm of Sutton, Sabel & Schupp, in 
which defendant Sabel was a partner, became legal counsel to the 
Fund. In 1971 defendant Sabel resigned all offices with the 
Fund, except his directorship. 

Defendant, Warren K. Greene was vice president and 
director of the Fund, and vice president of Management Co. in 


li 

Management Co. acts as the Fund's manager and invest 

'• ment adviser under an investment advisory agreement. At the 

i, 

time, plaintiffs' first purchased Fund shares, the advisory 
j! fee was 196. For the period July 21, 1964, through July 16, 1968 
the advisory fee schedule was: 
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Annual Rate 
0.896 
0.6 
0.4 . 

0.3 
0.25 

On July 16, 

Annual Rate 

0.8 of 196 
0.6 of 196 
0.4 of 196 
0.35 of 196 

It has remained at that level to date. The advisory fees paid to j 
Management Co. for the years 1964 through December 31, 1970, were 
as follows: 


1964 

$ 187,000 

1965 

337,000 

1966 

529,000 

1967 

1,087,000 

1968 

1,464,000 

1969 

1,557,000 

1970 

1,175,000 


Total Net Asset Value 
First $50 million 
Next $50 million 

Next $100 million 

* 

Next $100 million 
Next $100 million 

1968, the fee schedule was raised to: 

Total Net Asset Value 

First $50 million 
Next $50 million 
Next $200 million 
Next $200 million 


I 
















In addition to defendant Chestnutt, the other 
, directors of the Fund since 1965 included defendants. Stanley 

;i U,W SabCl ' JO,m Curricr a " d "“ren K. Greene. Frank G. Fowler. 
Richard Radcliffe, Elizabeth Sullivan, Francis L. Veeder* and 

William A. semmes were also directors of the Fund during part or 
all of this period but they are not defendants in this action. 
Elizabeth Sullivan was employed by Management Co. 

J * 

Clendon H. Lee was special counsel to, and a direc- 
I t0r ° f ' Mana9en ' ent CO ‘ He =Pecial counsel to the Fund in 

j 1965 ' SinCG 1967 hC has actod as c °“"=ol for all directors served 
j in Foael v. Che stnutt , 67 civ. 60. and is counsel for all the 
: defendants in this action aside from the Fund. 





IT.-”— 11 

In early 1965, Waddell & Reed, Inc., manager of a 

i large mutual fund complex of load funds (which are distributed by 

I , 

■j a captive sales force) with $2.6 billion of assets, secured member- 

i 

ship on the Pacific Coast Stock Exchange for a subsidiary. The 

I 

subsidiary arranged for the execution of the portfolio brokerage 

■! business of the funds. Waddell & Reed reduced the advisory fees 

i i 

.j of thc funds under it£ management by 50% of the subsidiary's 

■ brokerage profits, and thus enabled the funds to recapture part of 

'i their portfolio brokerage. 



If In early 1965, Investors Diversified Services, Inc., 

» 

a manager of load funds with aggregate assets of $6.1 billion, 
procured Pacific Exchange membership for a subsidiary. Thc entire 
; brokerage profits of the subsidiary, more than $4,100,000 in 1967, 
were passed along to the funds by an equivalent reduction of their 

i 

!' advisory and service fees. 

* Mr. Vcodcr is recently deceased. 

i' 
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I 

I 

t 

:l 

* 

i 


•i 

•i 

» 
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Similar arrangements were made by the Channing 
complex and by Imperial Financial Services, both of which manage 
load funds. 

* 

The applications of IDS and Waddell & Reed received 
publicity in The New York Times and Wall Street Journal during ^ 
1965. 

• • 

Subsequent to the filing of an action by these 
identical plaintiffs in this Court, against these defendants and 

I 

others in January, 1967, (67 Civ. 60) which claimed, among ether 1 

I 

I 

things, impropriety in connection with brokerage commissions 
charged on Fund portfolio transactions, Messrs. Sabel and Lee 

. i 

advised all of the directors of the Fund and the Adviser on numer- 

• j 

» 

i 

ous occasions, including meetings of such Boards, that no improp- 

i 

riety had been found in connection therewith. On or about February 

j 

1968, upon the issuance by the Securities and Exchange Commission 

i 

of its 1934 Act Release No. 8239 dated January 26, 1968 proposing 

• % 

I 

a new Rule 10b-10 (which proposal the Commission later withdrew), 

I 

Messrs. Sabel and Lee specifically advised all of the directors 

I 

of the Fund and the Adviser that the suggested form of "recapture" 
contained in such proposed, but never adopted, new Rule 10b-10 by 
its express terms applied only to "dealer-distributed funds", 
rather than a no-load fund such as the Fund which has no "distri¬ 
butor" or "underwriter", and Messrs. Sabel and Lee advised that 
the question of possibility of recapture of brokerage commissions 
which the Fund is compelled to pay upon execution of portfolio 

•\ 


transactions docs not arise. 


i 

l 


















I 


I There arc no writings reflecting any discussions or 

;l : 

f dollbcratl ons by any of the Fund's directors with respect to rccap- 
! ture. I 

i i 

i 

No objection will be made as to the authenticity of 

I • l 

| copies of prospectuses of other investment companies. If a res- 
j P° nsible officer of an investment company whose prospectus is offer- 
| ed in evidcnce were called to testify he would testify that such 
i prospectus accurately reflected the books and records of such in- ' 

! vestment company. 




1 (b) Plaintiffs' contentions are: * j 

■ • ; 

1) The brokerage commissions growing out 

l 

! of the purchase and sale of securities by American Investors Fund 
'! (the "Fund") were in large part recapturable by the Management Co., 

•j Chestnutt Corporation. At least the Philadelphia Exchange and 

■i i 

'| the Pacific Exchange (both regional exchanges) permitted mutual 

•j I 

! | funds to recapture commissions on transactions executed on those 

i! . ; 

ji exchanges. Since early 1965 mutual funds have been recapturing 
<i substantial amounts of commissions, through their management com- 

I i 

• j 

panies. 

| 2) Recapture by mutual funds was urged by 

• • i 

: the SEC beginning at least in 1966. 

•: . i 

. « 

ij 3) All recapturable commissions constituted 



jassets of the Fund and could and should have been recaptured because 

i 

j 

(a) The Fund's Certificate of Incorporation 
requires that the Fund receive full net asset value for each share 
sold (Plaintiffs pre-trial memo.pp.28-30). Net asset value includ¬ 
es not only the tangible assets of the Fund but, as well, all amount: 
receivable by the Fund including all recapturable commissions: Moser; 
v. Burgin, 445 F.2d 369, 374 (1st Cir.1971); cert . den .sub nom. 

Johnson v. Moser,, 404 U.3. 994; 

I 

\\ 
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Management Co. to secure it at its expense (not through the use 


!! of the Fund's commissions). 


In any event, even assuming, arguendo,that the 


Fund's commissions could be used to effect sales, and to purchase 


additional research, the decision so to do did not lie with the 


affiliated directors of the Fund, but with its unaffiliated, or 


i 

independent, directors properly informed of the Fund's power to 


recapture. 


As a consequence of the foregoing, the Management 


Co.'s failure to recapture the Fund's brokerage commissions for 


the Fund constituted a violation of the Investment Co. Act. 


Defendants' Contentions s 


1. Each contention of plaintiffs in the pretrial 


order is denied. 


2. It is plain that the entire complaint has 


been abandoned, notwithstanding plaintiffs' assertion otherwise. 


and that the only issue proffered to the Court is set forth in 


paragraph 21(a) of the Supplemental Complaint; namely, that de- 

I 

fendants should have gone into the brokerage business, or alterna¬ 


tively should have engaged in subterfuge through a sham entity or 


sham transaction. 


3. The Fund was required to execute its port¬ 


folio transactions at the required minimum commission rates on 


various exchanges, and until recently no part of such commission 


rates was negotiable, and after such rates did become negotiable 
in part, the Fund has properly negotiated that portion. 





4. Neither the Fund nor its shareholders was injur¬ 
ed, and for brokerage commissions paid by the Fund it received 
brokerage services, and no part of any such brokerage commissions 
was ever paid over to any defendants. 

‘e 

5. It was to the advantage of the Fund and its 
sharehoxders to obtain new subscriptions in order to provide funds 

for redemption of shares,, for the Fund to grow and thereby spread ! 

0 

necessary expenses more widely, and to provide new money for ad¬ 
vantageous investment. 

6. All prospectuses and proxy statements wherein 
the Fund's brokerage practices were described were extensively ! 
reviewed and approved by all members of the Board of Directors 

of the Fund. 

7. The directors of the Fund individually and 
collectively opposed the Adviser's entering into the brokerage 
business with the necessary diversion of effort, talent and re¬ 
sources to a new and different business and the conflict of 
interest inherent in self-dealing. 

8. All defendants and directors have known from 

the inception of the Fund until the present that the Fund is a 
no-load fund and there has never been any occasion for the crea- | 
tion of an "underwriter" or "dealer" to distribute the Fund's 
shares, all of which are purchased directly from the Fund (includ¬ 
ing the Bank of New York as transfer agent). j 
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9. The new business activities and adventures 
which plaintiffs claim defendants should have engaged in are now 
effectively prohibited to the Fund by the SEC as a matter of 
public policy and the defendants are precluded from engaging in 
such activities, and responsible committees of both houses of 
Congress have recommended that 'ractices which plaintiffs 

I 

claim defendants should have *. n should be flatly prohibi¬ 

ted by statute. 

t 

10. • At all relevant times defendants and all direc¬ 
tors exercised their sound business judgment in not changing the ^ 

Fund's method of doing business. 

* 

11. At all relevant times the Fund directors were 
advised by experienced general counsel and also by special counsel, 
both of whom had reasonable basis for their advice. Even if such ! 
advice were mistaken, and even if the SEC should reverse itself, 
and even if committees of both houses of Congress should reverse 

! themselves, plaintiffs cannot successfully contend that such ad- 

I 

vice was not reasonable and that the directors and other defen¬ 
dants could not reasonably have relied upon such advice. 

12. At all relevant times the defendants have opera- 1 

I 

ted their business in accordance with regulations and rules of 

| 

registered exchanges having the force of law by reason of approval 
by the Securities and Exchange Commission. 

i 

13. Neither the Fund nor the Adviser was eligible 

j to be a member of the NASD or the New York Stock Exchange or any 
j other national exchange. 








14. At fell relevant times defendants and all diroc- j 

i 

tors have complied in all respects with the provisions of the 
Investment Company Act of 1940. including specifically. Section 
10(d), both before and after its amendment in 1970. 

• j 

15. Plaintiffs have an insuperable burden of proof 

i 

in that any claim, even as to liability alone and without regard 
to quantum of damage, must be predicated upon hypothetical pro- 

* I 

fits of a non-existent brokerage entity, and plaintiffs neces¬ 
sarily have no evidence and cannot create evidence to show the 

I 

conjectural profits of a non-existent entity. The proof of at 
least some profit to a non-existent entity is essential to procf 
of la ability or fact of damage. Moreover, as a second element 
plaintiffs must show that defendants personally profited by an 
amount of hypothetical profits of a non-existent entity. During 1 
the last several years almost all brokers have lost money, even ‘ 
on volume many times that of the Fund's brokerage business. 
Plaintiffs must also show as a third element injury to the Fund 
in some amount, which is impossible since the Fund received the 
value of brokerage services at the required rate. 









16. Plaintiffs have the entire burden of proof and 
no part of the burden of proof or burden of going forward can 

i 

I 

be imposed upon defendants under general principles of law and 

j 

under the Investment Company Act of 1940, including Sections 17 

I 

and 36(b) thereof. 

17 Plaintiffs• case has mutated from purported ! 

j 

"securities laws" claims to "corporate opportunity" which in j 

I 

reality would have been "corporate disaster" permeated with con¬ 
flicts ~ all of which the SEC and Congressional Committees would 
now expressly preclude. 
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4. Plaintiffs' exhibits. 

1. Deposition of defendant Warren K. Greene 
taken on May 8, 1973. 

2. Deposition of George A. Chestnutt, Jr. taken 
on May 14, 1973. 

3. Deposition of Stanley Law Sabel taken on June 
8, 1973 and marked exhibits numbers 13 and 14 marked at that 
deposition. 

4. Deposition of Lloyd J. Derrickson taken on 

May 16, 1973. 

5. Deposition of Thomas P. Phelan taken on May 
24, 1973 and marked exhibits numbers 1, 2, 3 marked at that 
deposition. 

6. Deposition of Arnold J. Currier taken January 
24 and February 2,. 1973. 

7. Defendants Chestnutt, et al.'s answers tc 
plaintiffs' interrogatories, second series. 

8. Prospectuses and Proxies of American Investors 

Fund: 

> 

(a) Proxies for the years 1963 through 1973. 

(b) Prospectuses for the years 1963 through 

1973. 

9. Prospectus of Investors Variable Payment Fund, 
Inc. dated March 12, 1973. 
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10. Prospectus of Investors Stock Fund, Inc. dated 
February 7, 1973. 

11. Prospectus of Investors Mutual, Inc. dated 

December 22 1972.. 

\ 

12. Prospectus of Dreyfus Fund, Inc. dated April 

30, 1973. 

• 13. Prospectus of the Enterprise Fund dated April 

30, 1968. 

14. PBWSE Institutional member list dated March 

5, 1973. 

15. Newspaper Articles on Recapture: 

(a) New York Times, Tuesday, January 5, 1965, 
first page of financial section. 

(b) New York Times, January ,9, 1965, pp. 29 

and 33. 

(c) New York Times, January 12, 1965, pp. 47 

and 52. 

(d) New York Times, February 19, 1965, pp. 

47 and 49. 

(e) New York Times, May 4, 1965, p. 50. 

(f) New York Times. May 13, 1965, pp. 51 and 52 

(g) Wall Street Journal, May 27, 1965, p. 52. 

(h) Wall Street Journal, June 30, 1965, 
article entitled: "Pacific Coast Exchange Amends Rules to Maks 
IDS Eligible For Seat." 


/ V 


*. 
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(i) Wall Street Journal, July 6, 1965, p. 4. 

(j) Wall Street Journal, July 24, 1968, 
entitled: "Fidelity Management Explains Plan Used to 
Give-ups." 

(k) Wall Street Journal, July 23, 1968, 
entitled: "End of Give-ups Tied to Volume Discounts, SEC 
Is Told." 

(l) Wall Street Journal, July 25, 1968 
entitled: "Regional Board Says Fund Manager's Unit Could 

Join Exchange." 

16. SEC Release No. 8239 dated January 26, 1968 
(commonly referred to as the SEC's 10b-10 release) which appeared 
at 33 Federal Register No. 21, Jan. 31, 1968 pp. 2393-2397 F.R. 
Doc. 68-1153 filed January 30, 1968, 


article 

Channel 

jart icle 
iHearing 

'article 







17. Report of Committee on Interstate and Foreign 
'Commerce on the "Public Policy Implications of Investment Company ! 
Growth" dated December 2, 1966. 

18. Report of Special Study of Securities Markets 
of the Securities and Exchange Commission, Part 2, H. Doc. No. 95, 

i 

jpart 2, 88th Cong. Session, 1963. 

19. Pacific Coast Stock Exchange Constitution and 


Rules. 

I 

I 

20. List of approved non-members of the Pacific 

Coast Stock Exchange. 

J 

21. Philadelphia-Baltimore-Washington Stock Exchange 

j 

Guide. 

| 22. List of z.nbers of Philadelphia-Baltimore- 

Washington Stock Exchange. (PBW Stock Exchange Directory dated 
June 1, 1973.) 
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23. PBW Stock Exchange, Inc. securities traded 

January 1973. 

24. Deposition of Elkins Wetherill taken October 

24, 1968. 

25. Letter from William Brodwater, vice president 
of the PBW Exchange to John Cannon dated December 14, 1967. 

26. Manual of the National Association of Securi¬ 


ties Dealers. 

27. NASD notice to members 73-42, dated May 24, 
1973 (anti-reciprocal rule declared effective). 

28. Prospectus of United Funds dated April 28, 

1967. . 

29. Prospectus of Channing Growth Fund dated April 

1, 1967. 

30. Prospectus of Investors Mutual, Inc. dated 
January 5, 1966. 

31. Prospectus of Investors Mutual dated January 

3, 1968. 

32. Proxy Statement of Winfield Growth Fund, Inc. 
dated December 10, 1968. 

Plaintiffs reserve the right to introduce additional 
exhibits in rebuttal. 

Defendants' Exhibits. 

1. N.Y.S.E. Constitution and Rules. 

2. March 2, 1967 and reply of March 30, 1967 
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between Fund and N.A.S.D. 

3. N.A.S.D. form of application for membership. 

4. November 28, 1972 Statement of J. Walter 
Sherman before S.E.C. 

5. "Williams" report of February* 1973 of 
Senate Subcommittee. 

6. "Moss" report of August 1972 of House 

Subcommittee. ' • • 

7. Lists of defunct brokerage firms as compiled 

by Institutional Investor in July, August, September 1973 issues. 

8. S.E.C. release No. 8746 (1934 Act). 

9. S.E.C. "Future Structure of Securities 
Markets" release. 

10. S.E.C. Ruling requiring 8076 of brokerage of 
exchange member firms to be with public customers, presently 
the subject of litigation by Philadelphia Exchange. 

Note: Since plaintiffs have proposed to introduce 

many exhibits (including prospectuses of no less than 10 other 
funds) which have never been shewn to defendants, defendants 
reserve the right to introduce any S.E.C. releases or other 
evidence relating to market practices of investment companies. 

Tabulations of data from Fund prospectus and 
proxy statements designated by plaintiffs as exhibits, which 
tabulations are in course of preparation. 

12. File of newspaper clippings, copies of which 
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are being reproduced for plaintiffs and for Court. 

Defendants reserve the right to adduce additional 
exhibits if deemed advisable. 

5. Plaintiffs intend to call the following witness 
for direct testimony: 

(a) Elkins Wetherill. 

Plaintiffs reserve the right to call additional 
witnesses for rebuttal testimony. 

Defendants' Prospective Witnesses 
George A. Chesitnutt 
Warren Greene 
Frank Fowler 
Richard Radcliffe 
John Currier 
f tanley Sabel 

William F. May - Former director 

J. Walter Sherman - Sherman Deane Fund and 

N.Y.S.E. member 

Robert Driscoll - Former N.A.S.D. Governor 

.Peter Mumbach - Fund Troas 

* ' 
Barbara De Gaetani - Fund Assi. Treasurer 

and Treasurer Cnestnutt 
Corporation 

Attorneys for Plaintiffs, 

Rosalind Fogel and Gerald Fogel 
29b Madison Avenue 

- New York, N.Y. 10017 












-u .Lirm l* tt*y€ 

ROGERS jiOGE & HILLS C f-f 

Attorneys for Defendants, 
Chestnutt, et al. 

90 Park Avenue 
New York, N.Y. 10016 



American Investors, Inc. 
200 Park Avpnr » 

New York, N.Y. 1C017 









Tfial Transcript as corrected by order of Wyatt, 
dated December 4, 1972. 
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investment fund, you could not thon become a New York 
Stock Exchange member. It's a moot astonishing rule, 
but that's the way — 

THE COURT: The plaintiff doesn't rely on New 
York Stock Exchange transactions. We made that clear. 

These arc regional stock exchange transactions that are 
the subject of this lawsuit. 

MR. LEE: That is correct. I simply wanted to 
make our position clear on that. 

Now, I think there is a slight misapprehension 
as to brokerage. W© must pay brokerage. There is no 
way to avoid it. Now, during the period of time I mentioned 
that $650,000,000 worth of fund shares had bean sold, 
there v/era redemptions of fund shares in that ten-year 
period which amount to some $363,000,000. Now, at.the 
time Mrs. Togel and hsr husband bought the fund shares in 
1963, this fund only hod come 6.6 million dollars in 
assets. Since that time there have been this $360,000,000 
in redemptions. The fund must constantly be selling to take 
care of redemptions. The managers believe it is advan¬ 
tageous for new money to be coming in, advantageous to the 
shareholders and, of course, it benefits the advisor. The 
advisor goes into the business for the wholo and sole 
purpose of having his fund grow, which will increase his 

SOUTHERN DISTRICT COURT REPORTERS. U.S. COURTHOUSE 
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advisory fee. That.'a what he goes into business for. 

I should — then I will oit down and just cover 
very briefly a few high points here -- say that presently 
tho SEC has taken the position that they don't want 
institutional investors and brokers to be tied in oxcept 
in a very limited way and their proposal is that as long 
as a broker does CO per cent of his business with the 

public, then it may do 20 per cent of its business with 
an affiliated advisor. 


Quite recently, both houses of Congress, in 
thair respective commerce committees, have presented 


proposed legislation which would completely prevent a 
brokerage firm from dealing with an in-house institutional 
investor. Mow, what this boils down to, this case, as I 
view it, was a shotgun attack which now pretty much boils 


down to this: 


Were the outside diroctors ill advised 


by counsel? 


Nov, counsel have consistently recommended against 
gsiting into the duality of interest and the conflict of 
interest involved in going into the brokerage business 
in any way, shape or form. That's been adhered to. 

All the directors, when they became directors, knew this 
was a no-load fund. Hone of the directors ever recom¬ 
mended that it go into th© brokerage business. When 


SOUTHERN DISTRICT COURT REPORTERS. U.S. COURTHOUSE 
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Ilka to call him with particular rafarenca to tha aacond 
point, and that la racaptura. 

Mr. Elkins Wetherill. 

ELKINS WETHERILL, called aa a 

witness by tha plaintiffs, being first duly sworn, 
testified as follows: 

DIRECT EXAMINATION 
BY MR. MEYER: 

Q Mr. Watherill, what is your occupation? 

A I am presently president of the PBW Stock Exchange. 

0 Whan did you first become president? 

A In May of 1965. 

0 Prior to that time did you serve on tha 
Pennrylvania Securities Commission? 

A Yes, I was a practicing lawyer and I served on tha 
Pennsylvania Securities Commission under Governor Scranton. 

Q In what capacity did you serve on the Pennsylvania 
Securities Commission? 

A Chairman. 

Q The PBW Exchange was formerly known as tha 

Philadelphia-Baltimoro-Washington Stock Exchange, is that 
correct? 

A That's correct. 

C When waa the name changed? 

• > 

SOUTHERN DISTRICT COUJfT REPORTERS U.S. COURTHOUSE 
POLEV SQUARE. HEW TOR N.V. CO 7-4SS0 
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A The name was changed in 1973, I think. 

q And were there any other changes made in connection 
with the name change? 

A It became incorporated from an association to a 
corporation. 

Q Apart from that, did the changeover affect any other 
practices or policies of the exchange? 

A I don't believe at that particular time. We are 
constantly changing our rules, but I don't believe at the time 
we incorporated we made any changes. 

0 As president of the exchange, is it your respon¬ 
sibility to enforce tha constitution and rules of the 
exchange? 

A Yes, it is. 

Q And are you familiar with ihe constitution and 

rules of the exchange? 

A Yes. 

MR. MEYER: I would like to have marked for 
identification a document of six pages which is an excerpt 
from the PBW Stock Exchange constitution entitled 
Article XX — that is Roman numeral twenty — Commissions. 

(Plaintiffs' Exhibit No. 1 markod for identification) 

MR. LEE: Your Honor, at this point in tha record. 


may I simply note ray objection to the testimony by this 
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witness. It is wholly irrelevant to the proceeding and 
incompetent to prove any issue. 80 that I wouldn’t have to 
ba cluttering the record with many objection*. 

THE COURTt All right, I will tako it. Objection 

i* overruled. 

Q Hr. Wetherill, I show you Plaintiffs' Exhibit 1 
marked for identification and ask you whether that was the 
provision — whether that was Article XX of the constitution 
of the exchange as it existed prior to the abolition of 

give-ups on December 5, 1968. 

A Yes, I think this was Article XX as it existed 

prior to the abolition of give-ups. 

MR. MEYER: I offer it in evidence. 

THE COURT: Mr. Lee has an objection. The objectio 

is overruled. 

Mark it, Mr. Clerk. 

(Plaintiffs' Exhibit No. 1 for identification 

received in evidence.) 

THE COURT: How were give-ups abolished? 

MR. MEYER: I think fir. Wetherill can testify 
q well, why don't you answer the question? 

THE WITNESS: The SEC, your Honor, wrotv to all 
of the exchanges in November or October of 1968 and said 
that as of some day in December, which I can't recall, 19G8, 


SOUTHERN DISTRICT COURT REPORTERS. U.S. COURTHOUSE 
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th« practice would — I can't remember the axact wording 
thay used, but that they didn't want tha practica to 
continua aftar that particular data. 

Q /nd tha oxchanga adopted tha rules? 

A And tha exchange adopted rules pursuant to this 

request of the SEC. 

Q Mr. Wetherlll, I direct your attention to that 
portion of Page 3 of Plaintiffs' Exhibit 1 — I have 
another copy here — which reads as follows: 

Tha heading says "Investment Fund Orders." The 
first paragraph says: "Members and member organizations 
may accept orders for execution on tha exchange from 
investment funds registered under the Investment Company 
Act of 1940 on a give-up basis to include other members 
subject to the following conditions.” 

And then I skip down to No. 3 and it says: 

"Give-ups for nonmember. If the order is desig¬ 
nated as one to be executed on a give-up basis for nonmembers 
who are members of the National Association of Securities 
Dealers, tha executing manbar may credit not to exceed 
40 per cent of the commission earned to a special account to i 
identified in the member's records as 'nonmember's investment 

fund give-up account. f 

When was that provision first adopted? 

s 

SOUTHERN OISTRfCT COUNT REPORTER!!. U.t. COURTHOUSE 
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A If I could refer to some notes that I have here. 
This is a customer-directed nonmember give-up, is what we 
called it, and on May 7th of 1964, we started customer- 

i 

directed give-ups, but at that time they had to be to members 
only. Then, on November 9, 1965, we brought in the nonmeraber 
aspect, and the give-up could total 65 per cent but the 
nonaember could get no more than 25 per cent. And that 
practice continued until December 5, 1968, when we adopted 
the rules requested by the SEC. 

Q Excuse me. At come point, the 25 per cent was 
raised to 40 per cent, was it not? 

A The 25 per cent was raised to 40 per cent, that's 
right. 

0 And when was that? 

A I just don't know exactly when that took place. 

Q Directin'* your attention to Page 3 of the exhibit. 
Exhibit 1, at the bottom, do the dates there refresh your 
recollection? 

A From looking at the date that this was amended, 

I would say that the 40 per cent came into effect on 
June 15, 1966. 

0 Thank you. 

Now, pursuant to that provision of the constitution, 
it permissible, prior to December 5, 1968, wha^ give-ups 

SOUTHERN DISTRICT COURT REPORTERS. U.t. COURTHOUSE 
_ EOLEY SQUARE. NEW TORN. N.Y. CO 7-4SSO 
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were abolished, was it permissible for give-ups on 
commissions on transactions from mutual funds executed on 
the PBW Exchange to be paid to members of the NASD who 
were not members of the Exchange? 

A Yea, that's correct. 

Q So that if an order originated from n mutual fund, 
40 per cent of the commission could be given to an NASD 
member,at least from November '65 to June '66, it was 25 
per cent and from June '66 for two and a half years until 
December 1068, 40 per cent; is that correct? 

A That's correct. 

Q That could go to an NASD member only? 

A Right. 

Q Now, if an NASD member who received such a giva-up 
were an investment advisor of the mutual fund who^e 
transaction was executed, would it be permissible under 
the const.tution and rules of the exchange for such invest¬ 
ment advisor to credit the amount of the give-up against 
the advisory fee owed it by the.fund? 

A Yes, it would. 

Q Now, if the NASD member who received the give-up 
were instead of the advisor a subsidiary of the advisor, 
would the advisor be permitted to make such a credit? 

A If the NASD member was a subsidiary of the 

'RN DISTRICT COURT REPORTERS, U.S. COURTHOUSE 
FOLEY SQUARE, HER YORK, N.Y. CO 7-ASM 
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advisor? 

Q Yes, would the advisor be permitted to credit 
the advisory fees of the fund with the amount of the give-upsl 
. A There is nothing in our rules that says me way or 
the other what would happen to that. Our guidelines always 
were that if there was some contractual relationship, then 
there would be no reason why these profits couldn't be 
passed back. 

0 Now, with r«ap*ct to th. ability of th. inv.stnent 
advisor to cr«Jit th. advisory f..s of th. fund with tns 
aaount of giv.-ups reciv.d by it or its subsidiary, which 
you hava juBt tsstifiad to, would your answsr ba any diffarsnl 
if the fund were a no-load fund? 

A 


No, it would be no different, 
apart from the 

Q Now, •/ investment advisor being a member of the 


NASD or forming a subsidiary to join the NASD, if the fund 
itself formed a subsidiary which became a member of the 
NASD, would it have been permissible under the rules of your 
exchange for the give-up to have been paid to that entity? 

A Yes, as long as it was a broker-dealer registered 
with the NASD. 

Q And if such a give-up were paid, would it be 
permissible under the constitution and rules of the 
exchange for the NASD member to pass the giva-up to the 


SOUTHERN DISTRICT COURT REPORTERS, U S. COURTHOUSE 
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parsnt fund In tbs form of a dividend? 

A Yu, with the same qualifications that I mada 

before, that our rules said nothin? about what happens 

\ 

to tha profit of thasa broker-dealer subsidiaries and our 
guidelines say that as long as thara was aithar a contractual 
relationship or they wore passed back by means of dividends 
that wa would find no objection to that. 

Q Again, I take it, it would make no difference 
whether tha fund were a load fund or a no-load fund without 
an underwriter? 

A No difference. 

Q Mr. Wetherill, I am going to turn now to tha 
question of exchange membership and all my questions as to 
tha availability of such membership relate to the period 
from when you became president of the exchange in 1965 
up to January 1973, when the SEC adopted Rule 19b-2. 

Now, during that period, in order to qualify for 
membership on the exchange, a corporation's principal purpose 
must be the transaction of business as a broker or dealer 
in securities, is that correct? 

A That's correct. 

Q And that is pursuant to Article XIV, Section 2 
of the constitution, is that correct? 

A I don't know offhand what the provision is. 
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Q Z am sorry. I don't have that with me. 

In any event, that is your understanding? 

A That's correct. 

HR. LEE* Would you repeat the reference, Mr. 

Meyer? 

MR. MEYER: Article XIV, Section 2. 

0 Now, in order for a corporation to be deemed to 
have its principal corporate purpose as the transaction of 
business as a broker or dealer in securities, is it necessary 
for the corporation to actually execute the transactions? 

A It is not necessary for the corporation to 
actually execute transactions, no, that is correct, but I 
think that the answer requires some amplification. 

Obviously it executes transactions in some way even though 
it doesn't do them itself. The corporation would not be a 
broker-dealer in securities if it couldn't execute buy and 
8 **H orders for customers even if the customor was its 
parent. 

0 I am talking now about the mechanical execution. 

It needn't be on the floor of the exchange and execute? 

A No, it need not. 

G Would it be necessary for the corporation, in 
or< ** r to qualify, to clear the transaction? 

Itself, no. 

SOUTHERN OISTRICT COURT REPORTERS. U.S. COURTHOUSE 
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Q Would It bo sufficient for the corporation to 
qualify as a broker or dealer if it acted as an introducing 
broker and transmitted brokerage orders to other members 
of the exchange for execution and clearance? 

A There would be no objection to that. 

0 Would the corporation be disqualified from 
membership if it were the subsidiary of an investment 
advisor of a mutual fund? 

A NO. 

0 Would your answer to tt~at question be any differen 
if the mutual fund were a no-load fund? 

A No different. 

Q Would the corporation be disqualified from 

membership if it was a subsidiary of the fund itself rather 
than the advisor? 

A No. it wouldn't. 

Q Would your answer be any different if the fund 
were a no-load fund? 

A No. my answer would be the same. 

Q Now. in determining whether a corporation's 
principal purpose is that of a broker or dealer, do you 
consider the corporation's business together with the 
business of its parent or other affiliates? 

A Not necessarily, no. The individual who is apply! 
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for membership and who is an officar of ths corporation 
appsara before our membership committee, and usually ws 
requirs that hs bring with him ochsmatic diagrams of ths 
whole oorporats sstup of ths sntitiss involvsd so that 
ths admissions committee has ooms background as to exactly 
who this mambsr i a that thsy ars considsring. But ws 
ars primarily looking at ths rosmber hirasslf and the 
organisation in which hs is an officer. Ws reserve ths righl 
to inspact ths books of any parent or to suspsnd from 
membership ths rember if ths parent should become involved 
in practices which ws think are not in ths bast interests 
of ths exchange. 

Q But you ars primarily concerned with the corporate 
applicant itself rather than ths parent? 

A Exactly. 

Q And in this respect do you differ from the 
New York Stock Exchange? 

A Yes, right. 

Q The New York Stock Exchange — 

A — has a parent rule which says that ths parent 
must also be primarily in ths brokerage business. 

Q And you do not? 

A No, ws do not. 

Q Now, coming back to ths corporation applying for 
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membership during the period that I specified, would it 
have been necessary for such a corporation to have been a 
member of the NASD? 

•> 

A Yes. 

Q Are all the member corporations members of the 

NASD? 

A I am positive that they are. I can check with 
our general counsel after w« adjourn and if that is not 
correct I can let you know, but,to the best of ray knowledge, 
all our institutional members are members of the NASD. 

Q Is it required that a member corporation have 

more than one customer? 

A No. 

0 Is there any requirement that a member deal with 
the general public? 

A No. I would like to qualify that because many 
times, in testifying in Congress, we have taken the 
position that a broker-dealer who is an affiliate of a mutua] 
fund or an insurance company is, in effecc, dealing with 
the public because he is transacting business for the 
thousands of shareholders in the mutual fund or policy 
holders of a mutual company. That is, in effect, doing a 
public business. We gat into that argument of the 80-20 
business, what ia a public business. Wa claim that these 
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brokers do do a public business. 

MR. LEE: If the Court please,X wonder, is there 
some exhibit before the witness? Is he testifying as to the 
actual ruleB? 

MR. MEYER: No. there is no exhibit before him. 

7 don't know if he has a copy of Plaintiffs' Exhibit 1. 

MR. LEE: I am somewhat bewildered as to whether 
we are discussing the actual rules. 

MR. MEYER: He stated that he is familiar with 

them. 


MR. LEE: And the questions deal not with the 
specific rule? 

MR. MEYER: The discussion has been oriented 
to Article XIV, Section 2, the rule that requires a member 
to be a broker-dealer, and I am trying to find out what 
that means. 

MR. LEE: Wouldn't the best evidence of that 
bs the actual rule? 

TliE COURT: Let's go on and ask another question, 

Mr. Meyer. 

Q Mr. Wetharill, do you have any member firms which 
are affiliates of instutions? 

A Yes, we do. 

MR. MEYER: I would like to have marked for 
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identification a list dnted March 5, 1973, entitled 
"PBWSE Institutional Member List." 

(Plaintiffs' Exhibit No. 2 marked for identificaticin 
Q Now, Mr. Wetherill, I show you Plaintiffs' 

Exhibit 2 for identification and ask you whether this is a 
list prepared by the exchange of institutionally affiliated 
members as of March 5, 1973. 

A Yes, it is. 


MR. MEYER: I offer it. 

THE COURT: Any objection? 

MR. LEE: Same objection. 

THE COURT: Same ruling. 

Mark it, Mr. Clark. 

(Plaintiffs' Exhibit No. 2 for identification 
received in evidence.) 

Q Mr. Wetherill, is it your understanding that 
most of the institutional affiliates listed on this list, 
Plaintiffs' Exhibit 2, obtained membership for the purpose 
of recapturing brokerage commissions? 

A Yes, I think that's a fair statement. 

Q Mr. Wetherill, as far as you are aware, has 
any institutional member of the exchange ever had any 
capital problems? 

A No. 
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Q It the member corporation acted aa an introducing 
broker and did not execute or clear its own transactions, 
what percentage of the commission would it ordinarily 
retain? 

A Z think it depends on the arrangement that can be 
worked out, but it's somewhere* in the neighborhood of 
80 per cont would be retained. 

THE COURT: Tell me, ie the member of your 
exchange an individual or a corporation? 

THE WITNESS: The member himself, your. Honor, 
is an individual, but then we admit the member corporation 
of which he must ba an officer, but the seat, as we call 
it, is actually held by an individual. 

THE COURT: Is the corporation with which he is 
connected, is it a member also? 

THE WITNESS: It ia called a member organization. 

THE COURT: A member organization. 

THE WITNESS: But the member who has the right to 
vote in the am. al elections and that kind of right 
is am individual. 

THE COURT: All right. 

0 Is it possible, Mr. Wetherill, for pbw members 
and member organizations to obtain reciprocal brokerage 
on PBW from New York Stock Exchange members? 
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A it la possible. 



Q And I take it thia ia dona, ia that corract? 
A it ia dona. 


Q So that if a mambar placed moat of its business 
on the New York Stock Exchange, it could nevertheless 
receive substantial benefits from that brokerage in the 

form of reciprocal brokerage from dual members of New York 
and Philadelphia? 

A Yea, that's correct. I don't know exactly what 
you mean by "substantial," but it could receive. 

Q And tha brokerage would depend on the particular 
arrangements that they could work out? 

A Yea. 


Q what was the price of a seat on the exchange 
prior to the promulgation of Rule 19b-2 in January 1973? 

A About $10,000. 

Q And how many stocks are traded on your exchange? 

A About twelve hundred. 

0 Are moat of these stocks also listed on the New 
York Stock Exchange and American Stock Exchange? 

A Yos, roughly eight hundred of that twelve hundred 
would be listed on the New York Stock Exchange and I would 
say two or three hundred on Amex, and the rest are solely 
listed on our exchange. 
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Q Are the dually listed stocks, are most of them 

stocks In which Institutions ere Interested In trading? 

A That’s a difficult question for me to answer. 

Let me say and answer It this way, that those eight 

hundred New York Stock Exchange stocks are all of the 

active stocks that are traded on the New York Stock Exchange, 

There may be Institutions that are Interested In some 

Inactive stock that Is net In that eight hundred list, 

but It would be hard for me to say. 

* 

Q What was the total volume of sales on the exchange 
in 1972? 

A Slightly in excess of 145,000,000 shares. 

Q Mr. Wetherlll, are any of your members subsldlarlet 
of Investment advisors of na< ual funds? 

A Yes, they are. 

Q And are any of your members subsidiaries of 
Investment advisors of no*load mutual funds? 

A 1 believe that — one I know of. I don't know 
how many more. This Is not a question that our admissions 
committee asks, as to whether the fund Is load or no-load, 
and really I am not that aware of it. I happen to be 
aware that one of our members Is advisor to a no-load 
fund. 

Q Where a subsidiary of an Investment advisor of 
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a mutual fund la a member of the exchange, la tr per- 
mlaalble under the constitution and rules of che exchange 
for the Investment advisor to credit against the advisory 
fees of the fund profits received by ^le subsidiary? 

A Yes. 

Q Would your answer be any different If the fund 
In that question were a no-load fund? 

A No. 

Q Now, where the member is a subsidiary not of 
Che Investment advisor but of the mutual fund Itself, 
would It be permissible under the constitution and rules 
of the exchange for that subsidiary to pass <ts profits 
to its parent mutual fund in the form of a dividend? 

A Yes, It would. 

Q And would your answer to that question be any 
different If the fund were a no-load fund? 

A No. 

Q Today, are farms which Joined the 

exchange prior to the adoption of Rule 19b-2 still permitted 
to recapture commissions? 

A Yes, subject to an order of the District Court, 
Eastern District of Pennsylvania, there is a stay on 
Che iipLemertetdbni of Rule 19b-2 pending the outcome of 
litigation between ourselves and the SEC. 
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THE COURT: Mr. Meyer, whet Is this rule to 
which you refer from time to time? Rule 19b something or 
other. 

MR. MEYER: Rule 19b-2 is e rule recently 
adopted in January 1973 by the Securities and Exchange 
Commission which contains a number of complicated pro¬ 
visions, but essentially would require members of exchanges 
to do 80 per cent of their business with the public. 

Q Is that correct, Mr. Wetherill? 

A It is a rule of the Securities and Exchange 
Commission requiring all of the registered security 
exchanges in the country to adopt rules which would comply 
with these various requests. 

Q I see. And your exchange is presently litigating 
the validity of that request? 

A That is right. We sued the SEC in the Federal 
District Court, Eastern District of Pennsylvania, and 
we are Joined by the Department of Justice as amicus and 
four or five of our members, institutional members. 

Joined with us, and alr>o the State of Connecticut. 

Q And you have obtained a stay of that rule? 

A Yes, a stay. That means, in effect, we do not 

have to adopt any rules in compliance with 19b-2 and our 
institutional members can continue to do business with us. 
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opinion, .uch subsldUry have been ellgtble for membershl, 
on the PBW Exchenge prior to the adoption of Rule 19b-2 
earlier chls year? 

HR, LEE: Objection. 

T® COURT: I vlll take it. Overruled. 

A There are two other criteria chat you didn’t 
mention before chi. firm would have been eligible, and 
on. la that It meet, our capital retirement., and the 
ocher Is that It la a member of the NASD. 

Q WhaC * r * y0Ur " c,n you briefly ecace your 
capital requirements? 

A The capital requirements, they were recently 

ch&nged and now for an entering fi n,. ... 

Bering firm it must have $45,000. 

Q And subject to those two qualifications, the 
answer would be that they would be admitted to Worship? 

A Yes. 

Q Mr. Wetherlll, did you participate In the SEC 
hearing. In 1968 concerning coessisslon rates and glve-ups? 

A Yes, I did. 

Q Those hearings occurred In Urge part In connectlo, 
With the proposed Rule 10b-l0 of the SEC. did they not? 

A I think the proposed 10b-10 cane out of those 
hearings. Whether the hearings were specifically - t 
don’t remember that 10b-10 was the subject of the hearings. 
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but It came out of them. 

MR. LEE: Excuse me. I didn't hear the date. 
Did you say March of 1968? 

MR. MEYER: I Just said 1968. 

Q Do you recall what the proposed Rule 10b-10 
would have provided? 

MR. LEE: I object, your Honor, to his being 
asked what a proposed rule of the SEC would have provided. 

THE COURT: He can answer. 

A I can't-answer It. 

MR. MEYER: May I ask that the Clerk mark for 
Identification a document entitled "Securities and 
Exchange Commission, Securities Exchange Act of 1934, 
Release No. 8239"? 

(Plaintiffs' Exhibit No. 3 marked for Iden¬ 
tification.) 

Q Mr. Wether ill, I hand you Plaintiffs’ 3 marked 

identification and ask you whether you have ever seen 
that before. 

A Well, I don't recall. The SEC puts out many 
releases. I must have seen It, but I Just don’t know. 

If you give me a chance to take a look h^re. I have just 
forgotten what 10b-10 was all about over the years. 

Q That Is why I wanted you to look at It. I want 
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to refresh your memory. 

Lot mo direct your attention in particular to 
the last two pages of the release. 

Do you recall the rule now? 

A I recall the rule. 

0 And what would the rule have provided? 

A The rule in effect was leading up to the abolition 

of the give-up. 

Q Do you recall that after the abolition of the 
give-up the SEC withdrew the proposed rule? 

A Yes, they did. 

0 Apart from the hearings, did you have in 1968 and 
1969 discussions with the SEC staff on the subject of give- 
ups? 

A Yes, many times. 

Q And as a result of your discussions, did you form 
an understanding as to the reason for the withdrawal of 
the proposed rule? 

MK. LEE: I object. 

THE COURT: Well, I must say I think the objection 

is well taken but if we can get an answer, we should. 

% 

Can you answer it? 

THE WITNESS: No, your Honor, not really. I 
can't recall. 
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0 War* you told that the rula was withdrawn 
because since tha exchanges acquiaacad in abolishing 
give-ups It waa no longar nacaaaary for tha SEC to prom- 
ulgata a rula? 

A That waa tha affect. If all of tha axchange 3 
adopted rules that would abolish giva-upa, than tha SEC's 
proposed rula wouldn't ba necessary. But how this all 
came about in these conversations, which ia what I thought 
waa tha point of your question, I really can't remember. 

I have so many meetings and conversations with those 
people that I just can't recall. 

MR. MEYER: I have no further questions. 

THE COURT: Any questions, Mr. Lee? 

MR. LEE: Yea, your Honor. 

CROSS-EXAMINATION 
BY MR. LEE: 

0 Mr. Wetherlll, I thought I heard you say that 
a member firm could be an introducing broker and that, 
in any event, however the broker is described, he would 
either be dealing for his own account or for others; is 
that correct? 

A I think that ia correct, y^-. 

Q So that if a subsidiary of an investment advisor 

were a member of your exchange, in the event that he were 
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dealing for tha fund which his advisor advised and executing 
transactions for that fund, he would in effect be self¬ 
dealing, would he not, dealing for a captive account, in 

% 

effect? 

A He would be dealing for one account. 

Q But an account with which it was affiliated, 
isn't that correct? 

A Yes. 

Q Or in the alternative — 

A I wouldn't characterize that. When you call that | 
self-dealing, I didn’t quite — that had the hint of doing 
something wrong. 

Q Well, it is dealing with one's self, is it not? 

A I think it's dealing with one's parent. The 
firm would have been established for the sole purpose 
in most cases of these fifty institutional members that 
we have of handling one account. 

Q Correct. But it does involve dealings which I 
will call self-dealing which you prefer to calt something 
else, or in the alternative a broker member of your 
exchange could be dealing with tl>e public in general? 

A Yes. 

Q And I further understand you to say membership 
in the NASD was a prerequisite to membership in your exchangi? 
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A ^ Yes, I am almost positive of that, as I say, 

I Will have to check with our counsel on that, but I 
an almost positive that ia a requirement. 

HR. LEE: No further questions, your Honor. 

THE COURT: Hr. Meyer, anything else? 

MR. MEYER: Your Honor, I would like Mr. 

Wetherill to consult his counsel on this question of NASD 
membership. I think it's important. In fact, I know his 
counsel is here. If necessary, I would like to call his 
counsel on that point. 

THE COURT: Can it be cleared up? The whole 
thing is membership in NASD a condition of membership 
in this exchange? 

MR. MEYER: That is correct. 

THE COURT: Mr. Wetherill, do you suppose you 
and counsel could get together? 

THE WITNESS: Yes, sir, immediately we could. 

(Pause.) 

REDIRECT EXAMINATION 
BY MR. MEYER: 

Q Mr. Wetherill, have you conferred with counsel 
on the question of whether it is necessary to be a member 
of the NASD in order to be a member of the exchange? 

A Yea, I have. The answer is there is no requirement! 
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that a fins be a member of the NASD member organization. 
However, most are because if they wanted, one, to get the 
cuetoner-diracted give-up they would have had to be a 
member of the NASD and, two, if they wanted to do any 
dealings over the counter or with the third market, they 
would have to be members of the NASD, and most of them do 
that. However, most of our members on the floor, the 
specialists on the floor and the floor brokers, are not 
members of the NASD. 

Q And an institutional affiliate would not have to 
be a member of the NASD in order to join, is that correct? 

A No, it would not. 

Q And could nevertheless recapture commissions? 

A That is correct, but could not have in the days 
of the give-up, could not have received the give-up as a 
nonmtrinl>«-*r. 

Q But as a member, it could have joined and could 
still have recaptured commissions? 

A Yes. 

MR. MEYER: Thank you. I have no further 

questions. 

THE COURT: Thank you, Mr. Wetherill, you may 
be excused. 

(Witness excused.) 
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brokerage affiliate? 

A Yes, I think there would be. 

Q Would you describe some of those? 

A At that point our traders would probably be 
transferred over and would be working for the brokerage 
affiliate because the function would be the same and their 
expenses would probably be charged to such an affiliate. 

I believe they are in the case of others who 
have gone that route. 

Q Have there ever been any fund portfolio trans¬ 


action that you can recall where there was no broker involved > 
A Yes, there have been. 

Q Or dealer. Would you describe those? 

A Well, occasionally we will find — let us say we 

were looking to buy a security. Occasionally we will find 
someone who owns that security and we will deal directly 
person, whether that be a corporation or an 
individual, in which case we do not even go through a 
broker and there is no commission involved, for example, 
some stock from another mutual fund that way when we happened 
to remember, having seen the stock in its portfolio. So 

we simply called up the fund and said "Would you like to sell 

your stock" and they said "Yes" and we bought it from 
that. Actually, it was an over-the-counter security 
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and wo did it at the mean between the bid and ask, right 
halfway between the two, and both of us were happy and no 
commission was paid. 

Also, when wo had a large block of stock to sell, 
on occasion we have sold the stock to the company itself. 

Q Does any recent transaction such as that come to 

mind? 

A We sold some Combustion Engineering worth about 
$10 million to the Combustion Engineering Corporation at the 
last sale on the New York Stock Exchange, and there wa 3 
no commission involved at all. 

Q Now, if you were to form a brokerage affiliate, 
amember of the NASD, and charged a commission, what effect 
would that have on the net proceeds to the fund? 

A The fund would get less. 

Q By the amount of commissions on a $10 million 
block? 

A Actually in that case presumably our brokerage 
subsidiary would charge a commission on both sides of the 
transaction, would charge the company a commission and would 
charge the fund a commission and presumably a portion of the 
fund commission would be refunded to the fund but we could 
make some money on the other side and charge the company 
some tiling, and in the process, though, the company would 

SOUTHERN OISTRICT COURT REPORTERS. U.S. COURTHOUSE 
POLer SQUARE. HEW YORK. M.Y. CO 7-4SSO 


<31 





, - 752 

gvrbr 57 Cheatnutt-crosa 187 

me. They said it to Mr. Sabel. But he reportod it 
to me. 

Q I see. 

And I think you testified that you never gave 
Jesup t Lament more than 10 per cent of the funds brokerage? 

A Incidentally, I will say this right now, that 
when we went out of the courtroom Mr. Lee corrected me on 
that and he said "I believe you are wrong on that, I think 
it was over 10 per cent." 

0 How much over 10 per cent was it? 

A Well, I don't know, but he told me that Jesup & 
Lamont had received the largest amount on more than one year 
and I was not fully aware of that, in which case it could 
have been like possibly 12 per cent or a5 per cent,I don't 
know how much, but I do know this, that in general no broker 
would ever go over about those figures. 

Q You think it was possibly as high as 12 or 15 
per cent? 

A After discussing it with Mr. Lee, I would believe 
that it could be. I have nothing to substantiate it other 
than Mr. Lee's statement to me out in the hall that there 
were two or three years in which Jesup & Lamont had the 
largest amount. 

0 Now, Mr. Chestnutt, I will show you Plaintiffs' 
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Exhibit 10 in evidence, prospectus of American Investors 
Fund dated March 10, 1967, and I am referring to pagc 11 
here. Can you tell me what the total brokerage fees paid 
by American Investors Fund in 1964 were? 

A $275,000. 

Q And in 1964, out of that $275,000 how much was 
paid to Jesup & Laraont? 

A It looks like $111,242. 

U Which is approximately what, about 30 per cent, 
almost 40 per cent? 

A Yes, that would be of the order of 35 per cent. 

Q Now, in 1965 what were the total brokerage 
commissions of the fund? 

A 387,000. 

Q And how much was paid to Jesup & Lamont? 

A 137,000. 


Q A little less than a third; is that correct? 

A It looks that way, yes. 

Q And in 1965 what were the total brokerage 
commissions of the fund? 

A 551,668. 

Q And how much was paid to Jesup & Lamont? 

A You are talking about 1966, wasn't it? 

0 66, yes. 
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A I think you 3 aid *65. 

0 You are right. I stand corrected. 

\ In '66 it waa 5125,989. 

Q Out of 551,000? 

A Yes. 

0 Or about 20 to 25 per cent? 

A Yes. 

0 What VMS the ownership in percentage terms of Fund 
of Funds of American Investors? 

A The highest that it ever reached, to my knowl- 

edge, was about $33 million and the total assets at the time 

were approximately $100 million. Therefore, they only had 

approximately a third at the exact peak of their ownership. 

THE COURT: Did they buy their shares of the fund 
from the fund itself? 

TI1E WITNESS: Yes. 

THE COURT: And were there any give-ups in con¬ 
nection with that purchase? 

THE WITNESS: No. 

THE COURT: And how long did they have an 
interest — three or four years? 

THE WITNESS: 1 believe they made their first 
investment about 1964. It could have been late '63. 

I don't remember for sure. .And I believe they got out in 
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1967. It seeins like '67, anyway. 

U When they got out, did you continue to use 
Jesup t Lamont? 

A Yes. 

Q On the same scale as indicated here? 

A No, I don't believe so. 

Q And, in fact, when you did use them you then 
directed give-ups, is that correct, after Fund of Funds 
sold out? 

A At some point along there we did direct give-ups, 
that is right. My recollection is that we didn't 

begin directing give-ups until quite a long while later. 

Q So whenyau say that you did not favor any one 
broker for an extended period of time, that has to be 
qualified at least to the extent that these figures show 
the brokerage commissions received by Jesup & Lamont over 
three years? 

A I would say that is correct, yes. I wasn't even 
thinking about Jesup fc Lamont when I made the statement. 

Q Mr. Lee read to you from Exhibit 4, the PPI report, 
at page 59 and he read you the sentence: 

"And some no^ load funds encourage brokers to 
recommend their shares to prospective investors by 
directing their portfolio brokerage business to those brokers 
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I take it that when you said you learned about this fron 
the SEC complaint, that was long after the payments of 
commissions by the fund? 

THE WITNESS: That's true. I never heard of 
Gloria Martico Clapp until we were sued. 

THE COURT: And certainly, at the time of the 
transactions, you didn't know anything about it? 

THE WITNESS: I knew absolutely nothing about 
it. In fact, I have never laid eyes on her until this 
day. I have never seen her and I only know of her through 
having been sued about it. 

THE COURT: I assumed that was the case. I just 
wanted the record to be clear. 

Q Let'8 test that assumption. 

When did you stop doing business with Jesup & 
Lamont on a large-scale basis? 

A We never stopped doing business with them, w© 
would give them an order tomorrow if we wanted to. We 
havo never stopped. 

0 On a large-scale basis, when did you stop? 

A Mostly when Dave Dodles left there. 

Q In the middle of *67, isn't that correct? 

A No, no, I think later than that. It sort of 

trailed off. It didn't just stop, as you suggested. It 
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0i th0 ” e “ trader ° Wh — the y have been a 

Job to do. 

And then „o have other - two particular poopto 
wnp are in our Investment counseling subsidiary who both 
Oo that trading function wh .ever - for example, if warren 
and I were both going to be out of the office, we would 
designate one of those vice presidents of the counseling 
fir. to do the trader*3 Job. 3o in all there are currently 
roughly five traders but the big hulk of the work is done 

by ,1r - 0rCCne and the largest amount by myself. 

<5 You have suggested that this might have differed 
° VCr the y^rs. can you explain that? 

a Wen, in years gone by when our total personnel 
was higher and the volume of such trading was much higher 
the number of traders was accordingly greater. 

Q ** 1 aaaUme that conversely when it was lower, 
it was also lower? 

A 1 roca11 back in Larchmont when I did it all 
two elf. 

Q And you mentioned an incident involving the sale 
of some $10,000,000 worth of Combustion Engineering stock 
to the company itaelf and you oald/you had piaced that order 
through an NASD subsidiary and that you would have had to 
charge yourself commission. 
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aalo? What did they come to? 

A As far as we were concerned? 

Q Yes. 

A It ia hard to cay what our expenaeo were. There 
were a number of telephone calls, I would say I would 
have to allocate about perhaps half a day of Mr. Creenc's 
oalary and a certain portion of my own and a proportionate 
share of overhead applicable to any amount of time. I 
should say it probably cost Chcstnutt Corporation on 
the order of fifty to a hundred dollars to perform that 
function: I might add in doing that we caved- I am eetlmatlijg. 
The commission would have been even with the negotiated 
commissions only excess would probably have been in the 
order of $25,000. 

Q $25,000 of commissions to which would be attribute^ 
fifty to a hundred dollars of expense? 

A Hadw; placed the order with any ordinary broker 
the commission would have amounted to something like that 
on a ten million dollar transaction. That's an estimate. 

Prior to negotiating commissions it would have been $80,000. 

Q Mr. Chcstnutt, you read the PPI when it first 
came out, did you not? 

A Yes. 

And at that time you read the portions of the PPI 
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it repeatedly in telling mo to otay out of the brokerage 
bualneas and atlek to the thing I know beat, which la 
analyzing the market. 

Q If you form an affiliate that merely recelvce 

commissions and pays them back to the fund, where la the 
self-dealing? 

A I didn't knov; that it was possible to do that 
and it never occurred to me until you brought it up. 


Q Did you ever make any inquiry of the NASD or 
of the Philadelphia Exchange whether it was possible? 

A NASD stands for National Association of Securities 
Dealers, rhat means that the members ai’e securities dealersv 


not Just holding out a place for a mail drop for checks 
to fall into. Itdidn't occur to me that it was a 


national association of chec'' drop artists. 

Q Doesn't it include brokers as v ll as dealers? 

A Moot brokers also belong to the NASD. They have 

to, yes. 


Q And brokers place transactions, don't they? 

A Yes. 

Q And you testified that you had as many as six 
traders who would check markets, place orders and you had 
Nasdaq equipment and telcquote equipment. You 3 till don't 
think you would have qualified for NASD membership? 
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TIEi: WITNESS: Yen, 0 i r . 

TilE COURT: I ouppoue the only or at least a 
requirement wau that the broker sharing the commi Dalon had 
to bo members of the exchange? 

>llU? ‘ WITNI: ^ 0} fr}iat wa3 true on the Row York Stock 
EXOhanB0 ‘ 011 the Ncw st 0«'c Exchange we could ask one 

member firm to give up a portion of hie cohesion to anothe, 
mraber firm. So the members of the New York Stock Exchange 
collectively all kept their commissions. Now, the regional 
exchanges were different In that they would allow a glve-up 

to be sent to a non-member of the exchange who would have 

to be an NASD member t f"hi*niy 4 -v. 

. I think the regionala did this for 

competitive reasons, 

<1 Hr. Greene, in connection with your duties at 

Chcatnutt Corporation, have you ever assisted or - assisted 

Mr. Cheetnutt or actually written his weekly report from 
time to time? 

A I have assisted on numerous occasions In that we 
would discuss general economic events, the current state 
Of the market, et cetera, and 1 always give my opinion when 
called for and sometimes when not. I have written a report 
oyaelf m George's absence and stand ready to do so at any 
due that he la either on vacation or otherwise disposed. 
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Q Hr. Orceno, there hue been come mention here by 

,!r - Meytr ° f tendor ofrcro •"« *°ncy 3 payable In connection 
with tender offers. 

Do you happen to recall during the time that 
you have been at Chostnutt Corporation any occaolonu that 
you can Identify where American Investor.. Fund tendered stock 
pursuant to a tender offer and the fee mentioned In the 
tender offer was then paid to a broker or dealer? 

A Yes, there have been occasions that we havo 
tendered stock, 

* 9 

Q Can you identify those? 

A I can't identify them. 

• <1 Do you have any idea of the magnitude of any such? 

A It was the kind of thing that happened very 

rarely that we have a stock In the portfolio in which a 
tender offer would be made. It happened frem time to time, 

maybe one a year, or something of that nature, but it was 
nothing that happened day to day, 

<J Do you have any Idea of the magnitude of any 
of ouch holdings? 

A I don't really havo an Idea, although we have had 
some - it could bo anywhere from a few thousand to fifty 
thousand shares, because that was the else of our position. 

It would havo to be somewhere in there. 
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THE COURT: Hr. Roe, those ? ooo 

, niuBc ^,,000 letters to wM^h 

you referred, I don*t believe they are ln cv1f1 

J are in evidenae, arc the./ 

IJH. I,EE: No, sir, they are not. I hope they 
v;on*t bo introduced. 

«n. MEYER: i an au-e you don't want thorn. 

LEE' Your Honor, at thin point I am thinking 
in*™ or your Honor schedule tomorrow ml d tho problem 
in connection -,1th further witnesses. As x undorctand 't 
You are coln c to tho judicial Conference on Friday. 

1 HE court. Ho, I leave tomorrow. He atop at noon 
tomorrow. Ho won't reaume until at least Monday. r Klu 
have to look at my diary. 

MR. LEE. 1 was wondering this beoauae Mr. ,ay. 

Wll ° 13 “ f0mt ' r dlrcctor — "ho lc not a defendant, i»’ 
Presently In Denver In connection with a directors' meet*; 

of Johns Manvllle. Ho la chairman of the board of American 
cun. I would hope to be able to have him and Mr. Radcllffe 
end Mr. currier next week perhaps. I doubt if x eould C et 
through with Mr. Greene today and tomorrow, x simply don't 

kn0H and 1 *“** ta "‘ «'e extent to which Mr. Meyer will 
a t to cross-examine, nut it la now — we have another 

15 mlnUtC3 ° r 30 t0 C °- 1 — “he to be able to telephone 
these people as beat 1 can and tty to arrange It. 

■HE COURT. Would you C o up and bring down my diary, 
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please, and wo will settle it before I leave, 
m. LEE: Thank you, air. 

TIIE COURT: I don't imagine -Mr. Meyer would object 
t<; your interrupting the witneoa' testimony. 

niT, ttlflfERt Not at all. 

By HR. USE: 

Q Ilr. Orrene, arc you familiar with Plaintiffs* 
Ibchibit 4, which la PPI, public policy implications of 
investment company growth? 

A I have read it. 

Q Has that been c subject of discussion between you, 
Mr. Chcctnutt and Hr. Gabel? 

A We have discussed portions of it. 

Q Have you ever dincusaed portions of it or discussed 
its existence with any of the other members of the board? 

A Could you give me some definite area? 

Q I'd like particularly to mention Hr, Radcllffe. 

A I don't recall having any private discussions 
with Hr. Radcllffe. I think we have discussed portions of the 
document in board meetings at which hr Radcllffe wis present 
and we probably all participated in the conversation. This 
is the kind of t!:ing that Hr. Gabel used to bring up to 
board mootings so wo would be informed. 

Q "fuming specifically. Hr. Greene, to the manner In 
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HhlCh yoU 8ff "» b ^«c transactions Tor tho fund, what 
| * you do in considering tho question of price or third 

market execution or possible execution on a regional exchange? 

kould you describe for the court your processes In analysis 
that? 

A Well, the first thing is to know what kind of 
security It la or the type of trading security, 

Q We will make an assumption as to a particular type 
of security and describe it, please. 

A Let's take a security such as General Motors. 

General Motors Is known to trade In tho third market as well 

as on the Mew York stock Exchange. There is fairly substantial 
„ , . market 

ume In both areas, a primary thlrd/houae trading General 

Motors is Weedcn 6 Company, and Keedcn may make from time to 

time a large market In It, They may be willing to buy 10,000 

shares at 65 and sell 10,000 shares at 65 - 1 / 4 . The last sale 

on the Now York stock Exchange might be 65 -I/O, They are 

competing directly with tho How York Stock Exchange, 

" com P ot ing, " are they competing as brokers or 
are they taking a riolc themselves? 

A They are talcing a market risk, they are willing 
to buy 10,000 at 65 or sell 10,000 at 65-1/4. Hot always, but 
that la the scope of the market in General Motors. 

Q If they sell to you, are they short tho stock? 
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a They may abort or they may soli it out of their 

lone account, Ihey don -1 toll us what they are dol* and 

It is none of our business. Ihcy do what they wish to do 

Tney may be Just as happy to C o short as lone or sell lone 
stock as go short. 

v/c also know there Is a E ood active market on the 

Y ° rk St ° 0k m a stock like this It Is ny 

custom to make a phone call to wooden perhaps even before 

I pat a bid in on the exchange and ask them what they are 
dome in Conors! Motors and what their market Is. 

Q Even before that, can't you punch out on your 
machine and G et the bid and ask? 

A 1 can punch out my machine and get the last sale 

on the „ew York stock Exchange, but the New York stock Exchanje 

has a rule against lotting a nr>n 

G a non-member have the bid and ask. 

So we are deprived of that. 

you have to telephone a member firm to get 
the bid and a3k, in that correct? 

A Yes. Now. I may decide to. under the circumstances, 
depending what the market conditions are and what the „uote 
and site of the market Is on the floor of the New Yodc stock 
Exchange, 1 might decide r am better off buying general Motors 
from Weedcn at 6 5 -l/k. i may at the same time put a bid 
on the Hew York stock Exchange for stock which would get me 
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otook cheaper than 65- 1/1, net. Almost all trade. „ lth 

Wooden are on a not basis. So „hat 1 would bo trying to do 

In buying General Motor, would be trying to got a better 

price from Woeden, whieh i„, as I say. Independent of the 

otook exchange than I could on the New York stock Exchange. 

But 1 would at timea - i would often put a bid on the 

Wow York stock Exchange In case that price, the price 

of the stock, happened to drop down quickly. I „ ou id be 

Picking up stock at a lower price than 1 bought It from 

Ueeden. Now. the stock price can drop on occasion when 

a big seller comes In and wants to sell 5 .000 at the market. 

If I have a bid down there I am likeiv 

am iiKc.iy to pick up some of tha ; 

otock. 

I may aluo try one of the other regional, but 

generally 1 don't want to tell too many people what 1 am 

doing, that is, I wouldn't try another regional on General 

Motors but I would try perhaps another third market house. 

Q Who would be another third market house? 

A Cantor-Pltsgerald Is a fairly big one, J.s. Strauss 

la another, but the Idea Is to tell as few people as you can 

but to succeed If you can buy stock. 1 don't like to make 

too many Inquiries because the more people know the more 

danger you have of somebody running ahead of you. 

Now, on another type of Btoclc it is a little 
more difficult. 
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ehow the items which wera traded? 

A It shows the total assets of the fund, the 
par cant increase or decrease from the previous week, the 
per cent increase or decrease since the first of the 
year. It shows the net asset value per share of the fund, 
and appropriate increases and decreases. It includes a 
listing of the entire portfolio broken down into industry 
groups and the percentage of the fund's assets in each 
industry grcup. 

Q Mr. Greene, on the basis of these allocations 
which you have referred to, and on tho basis of your 
conducting a large part of tho fund's portfolio trans¬ 
actions, can you state your estimate of what a particular 
broker who has assisted in the sales of shai£s fares over 
an accumulated period of time, what in general he would 
have received in che nature of commissions? 

MR. MEYER: I am not sure I understand the 

question. 

THE COURT: It is pretty speculative and pretty 
hypothetical to me. I have some difficulty, too, Mr. Lee. 

MR. LEE: Very well. 

Q Thera has been testimony both in your deposition 
and in Mr. Chcutnutt's deposition, and in Mr. Chestnutt's 
appearance here in Court, referring to a hope that a broker 
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who brought in or assisted in the sale of fund chares would 
not see the last of the money that his customer formerly 
had, but at least have some benefit from it, and the 
figure of 2 per cent has been mentioned. 

Do you have anything to say on that? 

A While I was discussing our operations with 
brokers who were interested in assisting in the 3ale of 
fund shares, I would point out the fact that if the fund 
had brokerage business available, we would keep them in 
mind when we placed brokerage transactions. And I told 
them that if they needed a bench mark, we would try to do 
something around 2 per cent. 

THE COURT: So that, if a Broker "X" sold 
$100,000 worth of fund shares he might reasonably expect 
to receive brokerage commissions of $2,000 from the fund, 
is that it? 

THE WITNESS; Yes, sir, except that I pointed 
out that the fund was under no obligation to do so and 
that we would try to do it but he can't really count on it. 

THE COURT: But it. worked out to that or a little 
bit mere, as I remember Mr. Chcstnutt? 

T1IE WITNESS: Most of the time it worked out 
to be more, because it introduced that broker to us. 

We became acquainted with him as a person. He often 
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would visit our offices. He would inquire as to the 
fund's prospects on behalf of his customer or on behalf 
of tho person that he interested in the purchase. So 
we, over a period of time, would get. to know him, and 
if he did a competent job in handling orders and if his 
firm did a competent job, we might and often did continue 
to use that broker just because we were introduced to 
him and got to know him. 

Q Is it your testimony that over a period of time 
brokers who had gotten their foot in the door got more 
than the 2 per cent generally? 

A Could you repeat that question? 

Q I say, is it your testimony that brokers who 
got their foot in tha door because they had come to your 
i*tt*»!r_j.on through getting fund subscribers to come to 
you generally got more than 2 per cent? 

A I can't really say that they generally got more 
than 2 per cent or approximately 2 per cent, because some 
of these fellows would just perhaps put in an order and 
we would do some brokerage business with them, and then 
they would just disappear and we would never hear from 
them. Normally, in our business the brokers take quite 
a lot of the initiative, and if wo just never hear from 
somebody we just do business with people who stay more in 
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touch with uu. So it doesn’t always happen that way. 

The ones that have received brokerage business 
over the yoars are the ones who have taken a personal 
interest in our organization, who we meet. 

MR. LEE: Your HOnor, I intended to offer the 
New York Stock Exchange rules, but I understand from Mr. 
Meyer's concession yesterday that that won't be necessary 
in view of the fact that he states they make no claim we 
could hava become a member of the New York Stock Exchange. 

Is that clear on the record, Mr. Meyer? 

MR. MEYER: We make no claim that Chestnutt 
Corporation or tha fund or an affiliate of either could 
become a member of the New York Stock Exchange, and we 
have never made such a claim. 

THE COURT: Your claim is that they could have 
become members of a regional exchange? 

MR. MEYER: They could have become members of 
the NASD or a regional exchange, or both. 

MR. LEE: Except for some small bit of infor¬ 
mation which I may be able to obtain over the week end 
and would like to put in through Mr. Greene or some other 
officer on Monday, that would conclude my direct 
examination of Mr. Creene. 

THE COURT: All right, Mr. Meyer. 
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CROSS-EXAMINATION 
liY MR. MEYER: 

Q Mr. Greene, Mr. Chestnutt had you read Footnote 02 
at Page 173 of Exhibit 4. That's the 1966 PPI report. 

You were in Court yesterday when you heard Mr. Chestnutt 
testify that he thought that footnote represented a 
stupid comment, didn't you? Weren't you in Court then? 
bid you hear that? 

A Yes. 

Q Was that also your opinion, that it was a stupid 
comment? 


in 


THE COURT: Stupid comment? 

MR. MEYER: That the SEC sugge3tiaVFootnote 82 
was stupid. 

TIIE COURT: And also mistaken? 

MR. MEYER: Yes. 

THE COURT: Erroneous? 

MR. MEYER: Right. 

A I think the footnote is erroneous in that our 
fund would have to change its organization. It could no 
longer be an open-end diversified company and comply with 
that footnote, or the '40 Act could be changed by act of 
Congress. 

Q Are you a lawyer, Mr. Greene? 
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A NO. 

0 Did you ask for a legal opinion on that, point? 

A In my view, that footnote is clear and the MO 

Act is quite clear. I don't think one has Vo be a 
lawyer — 

THE COURT: The question is: Did you ask a 
lawyer's opinion? 

THE WITNESS: I believe I discussed thi3 
footnote in meetings or from time to time with Mr. Sabel 
and Mr. Lee, I believe. When this came up and this cocumcnt 
was written and put in our hands, we discussed these 
items. 

So I would say that although I didn't specifically 
search out a lawyer, I relied on the counsel of our firm. 

Q Of your firm; you mean the counsel of Chestnutt 
Corporation? 

A Yes. 

Q Did you get a specific legal opinion on 
Footnote 02? 

A I am sure when we discussed this, Stanley Sabel 
said this was clearly out of the question as far as 
our fund is concerned. 

q Did you sharo Mr. Chestnutt's opinion 

that the footnote was probably inserted by some staff 


SOUTHERN OISTRICT COURT REPORTERS. U.S. COURTHOUSE 
FOLEY SQUARE. NEW YORK. N.Y. CO 7-4SSO 







280 


ooa 


gwmch 16 Greene-cross 

member of the SEC and the SEC never pa J d any attention to 
it? 

A I have no idea who wrote that footnote. 

Q When the 10b-10 release came out in 1968, did 
you read that? 

A I would like to glance at 10b-10, if I may. 

0 Plaintiffs' Exhibit 3 for identification (handing) 
is actually Plaintiffs' Exhibit 37. 

A I am generally familiar with this proposal. 

Release No. 8239. 

0 Mr. Greene, I direct your attention to Page 8 
of the release. Do you see at Page 8 where the Commission 
quotes Footnote 82 of the Public Policy Report at 
Page 173? 

A I see where they have reprinted Footnote 82. 

Q In quotation marks along with the accompanying 
sentence from tha text, and that is the only quote that 
they make in here from PPI, is that correct? 

A On this page,anyway. 

Q Now, after the Commission repeated, in I960, that 
suggestion in Footnote 82, were you still of the opinion 
that it was ill-founded? 

A I am still of that opinion and that it did not 
correspond to the '40 Act. 
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0 Did you ask for an opinion of counsel in 19G8 
as to the suggestion in Footnote 027 

A As I previously mentioned, there was nothing 
different in this particular restatement of this erronaous 


footnote than it was the first time it was presented in 
the PPI. In a business organization, in my business 
organization and in my business life, I don’t always keep 
asking for formal opinions of counsel onco I have been 
satisfied as to the answer or their opinion. 

0 Now, Mr. Greens, in your direct testimony you 
discussed the ability to place business on regional stock 
exchanges. Mr. Chestnutt testified yesterday that he 
did not instruct brokers as a general rule to check the 
regional exchanges. Is that also your practice? 

A Only in a particularly exceptional circumstance 
would I instruct a broker to chack a regional, and, as 
I mentioned yesterday, I would only do so if I thought that 
particular security might trade out thure more readily 
than it might in New York. 

I also mentioned I may, and I have from time to 
time, tested that market with a small bid or a small offer, 
but I reiterate showing an indication on the regional 
will immediately broadcast your inquiry to the entire 
field, because every block trading house has representatives 
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on the floors of those regionals, and they are trying 

3 

to find buyers and sellers. 

4 

Q You testified that a fifty or a hundred thousand 

5 

share order placed on a regional would become quickly 

6 

known. 

7 

Now, as a matter of fact, a fifty or one hundred 

8 

thousand share order placed directly on the floor of 

9 

New York would become quickly known, would it not? 

10 

A That depends a great deal on how that order is 

11 

placed. If that order is placed with a competent broker 

12 

who has that order not held and can use his discretion, 

13 

one might never know about it. 

14 

Q Isn't it a fact that your fifty and one hundred 

15 

thousand share orders are usually negotiated upstairs? 

16 

A If a block of stock crossed on the floor of 

17 

any exchange, it is usually negotiated off the floor. 

18 

Q That's what I mean by upstairs. 

19 

THE"-COVRT: Does "upstairs” mean off the exchange? 

20 

MR. MEYER: off the floor, between brokers. 

21 

TIIE COURT: Off the exchange? 

22 

MR. MEYER: Well, the actual execution will be 

23 

taken to the floor, as I understand it. 

24 

THE WITNESS: Yes. 

25 

MR. MEYER: And it will be done on the exchange 

L_ _ 
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but the brokers handle It over the phone. 

THE COURT: But they know in advance who is going 
to be the buyer end at what price? 

THE WITNESS: Ye3, your Honor. 

THE COURT: All right. 

0 Of course,once such an agreement is reached, 

I think you testified yesterday that it could with equal 
facility be taken to a regional exchange, i3 that correct? 

A Yes. 

Q In most cases? 

A Yes. 

Q And I think you also testified that it wouldn’t 
make a great deal of difference in the ordinary case 
which regional exchange you took the order to. 

A In most cases it doesn't matter which regional 
for those firms which have a practice of doing that type 
of business. 

Q We were talking about the volume on regional 
stock exchanges. You m3ntioned Philadelphia. I just 
happened to pull out of the newspaper this morning a page 
indicating the volume on the regional exchanges of 
yesterday's transactions. 

HR. MEYER: I will offer that in evidence. 

MR. LEE: No objection. 


i 

& 
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MR. MEYER: Sure. 

MR. LEE: It '3 obviously offered for whatever 
it's worth. 

THE COURT : This document now being received as 
the next Plaintiffs' exhibit is a tabulation of what? 

MR. MEYER; It is a tabulation of the givo-ups 
directed by Chestnutt Corporation on American Investors 
Fund transactions on regional exchanges from October 1966 
to November 1968. 

MR. LEE: With one exception, your Honor. 

Those are directed by American Investors Fund rather 
than Chestnutt Corporation. 

MR. MEYER: I don't agree with that charactarizatiwn 
but there is no need to get into an argument. 

THE COURT: And this is received in evidence 
subject to Mr. Lee pointing out any respects in which he 
finds it is inaccurate and, if it i 3 not pointed out, I 
will assume that it is accurate. All right. 

(Plaintiffs' Exhibit Ho. 45 received in evidence.) 

MR. LEE: Mr. Meyer, is there a copy here? 

MU. MEYER: No. I hadn't intended to offer it. 

I will get you one. 

Q Mr. Greene, when you were at First Boston, did 
you take the NASD exam for registered representative? 
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A No, I did not. I was waived the examination. 

The examination was waived in my case. I was a registered 
representative. 

v 

Q You were a registered representative of the 

NASD? 

A But the NASD did not insist on ray taking the 
test due to my experience and educational background. 

Q I see. 

Do I understand correctly you are a registered 
representative of the NASD? 

A I was a registered representative with the 

First Boston Corporation and registered with the NASD, 
but when I left First Boston that expired. 

Q You permitted it to lapse? 

A Yes. Then when I joined Chestnutt Corporation 
or American Investors Corporation and American Investors 
Fund, I became registered as a securities dealer in 
the State of Connecticut and I have other registrations 
also in that state, at which time I took the NASD 
examination because it was required by the State of 
Connecticut. 

0 I am sorry. You took which examination? 

A I took the basic NASD examination which the 

State of Connecticut recognizes as part of the requirements 
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it 

9 

for being a registered broker-dealer in that state. 


o 

4 

Q I see. And did you pass? 



A Yes. 


V 

6 

Q Now, Hr. Lee asked you whether you effected 


7 

transactions for American Investors Fund and the other 


9 

8 

advisory clients of the Chestnutt Corporation or the 


9 

Investment Management Corporation; do you recall that? 


A Yes , I recall that. 


10 

0 And do you recall your answer to that? 


11 

A I said that I did. 


12 

THE COURT: Mr. Meyer, I am afraid we will have 


13 

to go into that on Monday morning. 


14 

MR. MEYER: I am afraid you are right. 


15 



THE COURT: Please note that we will move on 


16 

Monday morning ro Room 1505. It should be a much more 


17 

convenient room than this one. We will meet there at 


18 

10:00 o'clock on Monday Morning. 


19 

All right, Mr. Clerk. 


20 

THE CLERK: Trial stands adjourned until 10:00 


21 

o'clock Monday morning. 


22 

(Adjournment taken to September 10, 1973 at 


23 

10:00 a.m.) 


24 



25 
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(Trial resumed) 

THE COURT: All right. Wo'll continue with Mr. 


Greene. 


WARREN . K. GREENE, resumed. 

CROSS EXAMINATION CONTINUED 
1JY MR. MEYER: 

Q Mr. Greene, I think when we left off last week you 
were telling us that as the trader for Chestnutt Corporation 
you effected transactions for the Fund /"other advisory 
clients of Chestnutt Corporation, is that correct? 

A Yes. 

Q You are familiar with the rules of the NASD, are 
you not? 

A Many of them. 

0 Pardon me? 

A Many of the rules. 

Q Do you know how the term "broker" is defined in the 
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ti«s firm which is a member of the NASD. 

0 I didn't hear that. 

A I say it would take a certain amount of time and 
money and legal expertise in setting up, organizaing and 
running a securities firm which is a member of the NASD. 

Q Well, Chestnutt Corporation was already set up, 
wasn't it, and organized and running? 

A It was organized as an investment adviser. 

Q Yes. What would be the additional expense? I'm 
not aure I understand that. You mean filling out these 
application forms, is that it? 

^ it- is much more than that. ?or one thing, every 
NASD member has to keep books and records. It is subject 
to surprise audits by the National Association of Securities 
Dealers. It has rules and regulations to comply with. 

Q Didn't Che3tnutt Corporation keep books and 
records? 

A It kept those books and records which are required 
by the Investment Advisers Act. 

0 And how did they differ from the books and records 
required by the NASD? 

A Since we aren't a member of the NASD, I don't know 
all the details of what records would necessarily be kept. 

I do know we keep a great number of records under the 
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Investment Advisors Act. 


Q Did you have any particular rules and regulations 
in mind when you said you would have to comply with their 
rule9 and regulations? 

A We would have to have a bookkeeping system, an 
organization, records of transactions and all the other 
details a brokerage firm or dealer, broker-dealer, must keen. 

Q Don't you keep records of transactions now? 

A I say wo keep records under the Investment Advisers 
rule and under the SEC rules if it is related to American 
Investors Fund. 

Q Yes. 

A But I have no idea whether these are the same 
records. I believe that the NASD rules would superimpose 
a whole different sat of regulations on top of what we are 
already doing. 

Q But you don't know that; is that what you are 
saying? 

A I know every brokerage firm, every securities firm 
has to establish a great body of work, of records, of book¬ 
keeping, of records of transactions, of keeping track of 
customers' accounts, whether the customers' accounts have 
cash or securities in them. Wo have to be able to clear 
transactions or make an arrangement for the clearing of 
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transactions for customers. It ia quito complicated. 

THE COURT: Ho. But do you know of any particu¬ 

lar records that you would have to keep as a member of the 
NASD that you weren't already keeping? 

THE WITNESS: I would assume we would have to 

keep track of customers' accounts — 

Q I don't want you to assume, Mr. Greene. The ques¬ 
tion is do you know of any. 

A I would say I do know of some of these. Now, 
this is stretching my memory back to before 1965, when I 
was with a NASD member firm, and I know that we have to keep 
copies, that we had to keep copies at that time of trans¬ 
actions for customers, and that would certainly be one. 

Q Do you mean to say that Chestnutt Corporation does 
not now keep records of transactions of its customers? 

A It keeps records of those transactions and other 
records under the Investment Advisers Act. Keeping track 
of transactions is one such record. We also keep track of 
all orders that we place. We keep track of any of the 
reports of any execution from a broker. 

Q You do that now. 

A Yes. 

Q You've testified before that Mr. Sabel had certain 
discussions that were held with the board of directors. Do 
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you recall that Mr. Sabel told the board of directors that 
Chostnutt Corporation did not qualify to become a NASD 
member? 

A Yes, I recall diocuasions of that substance. 

0 And do you recall that the board of directors reliec 
on Mr. Sabel advising them that Cheatnutt Corporation did 
not qualify for NASD membership? 

A I believe most members of the board, if not all, 
were in agreement that we should not be a member of the 
NASD, nor should we be — 

TIE COURT: No, no. The question is not whether 

you should or should not, but could you if you wanted to? 

THE WITNESS: In my view, we could not be a 

member of the NASD. 

Q That is not the question. The question is: You've 
already testified that Mr. Sabel told the board of directors 

that Chestnutt Corporation did not qualify for membership. 

* 

In your deposition testimony, which is in evidence, you 
testified at page 143, and I quote: 

"I and the Board of Directors of the Fund have 
relied on the opinions of Mr. Sabel and Mr. Lee in regard 

to the fact that the Fund nor the Chostnutt Corporation 
could join the NASD." 

And there must be a misprint, but it goes on to 
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read : 

"Is that because we were a no load fund, with 
no dealer organization or underwriting affiliation, we were 
just plain not eligible." 

Now, you adhere to that testimony, don't you? 

A Yes. 

THE COURT: Do you remember, Mr. Greene, why 

Chestnutt Corporation was not eligible? 

THE WITNESS: Because we were not a broker or a 

broker-dealer. There was no need for us to be either one of 
those things. 

THE COURT: I am not questioning the wisdom or 

the prudence, I am just questioning your eligibility, and 
you testified, just read, that you weren't eligible, and I 
take it from what you just this moment told me you weren't 
eligible because you didn't meet the definition of broker 
or broker-dealer; is that it? 

THE WITNESS: That's right, sir. 

THE COURT: All right. Let's go on, Mr. Meyer. 
BY MR. MEYER: 

Q Now, no inquiry was made of the NASD as to whether 
you were eligible or not, is that correct? 

A That's correct. 

Q Now, to come back to a subject that we dealt with 
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2 

on Thursday, r believe, that Is, the placing of transactions 


3 

with Jesup 4 Lament at the request or suggestion of IOS, 


4 

■Ud you have any Idea In your own mind a, to why IOS wanted 


5 

you to place transactions with Jesup 4 Lamont? 


6 

A No. 


7 

MR. METER! I would like to offer as Plaintiffs' 


8 

next exhibit an order of the Securities and Exchange Commis¬ 


9 

sion in the matter of IOS, Ltd., dated February 3, 1966. 


10 

THE COURT: Have you seen this? 


11 

MR. LEE: I think I know what it is, your Honor, 


12 

but may I just scan it? 


13 

THE COURT: Of course. 


14 

(Pause) 


15 

MR. LEE: No objection as to authenticity. 


16 

Objection a 3 to relevance and materiality. 


17 

THE COURT: I'll take it. 


18 

Mark it. 


19 

(Plaintiffs' Exhibit 48 was received 


<x 20 

in evidence.) 


21 

BY MR. MEYER: 


22 

Q When was it again that you discontinued dealing 


23 

with Jesup & Lamont on a large scale? 


24 

A There is no exact point. And we still deal with 


25 

Jesup s, Lamont. 



SOUTHERN DISTRICT COURT REPORTERS. U.S. COURTHOUSE 



EOLEV SOUARE. NEW YORK, N.V. CO T-4SSO 



• • 

1 ' 


/ 



r 


1 

302 

JG 12 

Groene-cfoss 1 123 

2 

0 But I'm talking about tha subatantial transactions 

3 

that you were executing with them. I think Mr. Chostnutt 1 

4 

testified that that continued through 1967, did it not? 

5 

A l believe we dealt with Jesup a Lamont for some 

6 

time after that on a fairly substantial basis. And, by the 

7 

way, we may, as time goes on, go back and wo may do business 1 

8 

with them again. We've never stopped doing business with I 

9 

them. But, as I say, some of their key personnel have left. 

10 

Others have passed away. 

11 

THE COURT: And there was a connection between 

12 

the interest of I0S and the dealing with Jesup a Lamont 

13 

because you did significantly greater transactions while IDE 

14 

had a big interest in the Fund than after IOE ceased to have 

15 

that interest, isn't that so? 

16 

THE WITNESS: That's so. 

17 

0 How, When this order of the SEC came down on 

18 

Pcbruary 3, 1966, it charged that Jesup a Lament was paying 

19 

over large amounts of the commissions to this Gloria Martica 

2C 

Clapp, who was depositing them in the Bahamian banks. Do 

21 

you recall that? 

22 

A I recall reading about that in the papers. 

23 

0 Now, did you make any attempt to determine whether 

24 

or not that allegation was true? 

25 

As I recall, Mr. Sabel, in this regard, contacted 


southern district court reporters, u.s. courthouse 

POLEV SQUARE, NEW YORK. H.V. CO 7-4SS0 


■A 






JG 13 


Greone-cross 


303 


i la 


Jeaup a Lamont and they Indicated to him that our brokerage 
business with then had been done and conducted on a regular 
baois, and I don't think, according to Mr. Eabel, that 
Jesup a Lamont had any idea what she wao doing. She was a 
registered representative of that firm and I think she 
eventually got fired. l' m not sure about that. 

Q Did you make any inquiries of the staff of the SEC 

to find out whether they had any support for their allege- 
tiOT18? 

A I forgot just how that situation finished up. 

THE COURT: Did you place the orders through 
Miss Gloria Martica? 

THE WITNESS: Your Honor, I never laid eyes on 

this woman. I've never seen her. I only dealt with the 
man in Jesup 4 Lament, one of the partners there. 

THE COURT. But I would have thought that if you 
were dealing with Jesup 4 L amon t through other persons and 
then you learned that - what is it! - half of desup a Lamont 
commissions were being paid over to one who was a complete 
stranger to you, you would have been terribly curious. 

THE WITNESS: Your Honor, I had no idea that 

this was being done. Jesup a Lamont indicated that - and 
I'm not just sure whether Mr. Sabel found out at this timo, 
but I had no desire to got to know this woman at all. 
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THE COURT: No. But why would Jcaup 6 Lamont 

have any legitimate reason whatsoever to give fifty per cent 
of their commissions to somebody that you didn't even know? 

I don't know what the effect of it is, but it just strikes 
me right away that something is rotten in Denmark. And if 
she lives in the Bahamas, presumptively it is rotten. I'm 
just curious. I want to give you every opportunity to 
enlighten me as to what your feeling was at the time. 

MR. LEE: if the Court please, may I interject 

at this point? 

THE COURT: Yes. 

MR. LEE: There was extensive correspondence 

between American Investors Pund and the SEC and Jesup & Lamont 
and IOS and its counsel. Those letters were furnished to the 
SEC, and it was always represented to the Fund that there was 

i 

no connection whatever between IOS and Josup s Lamont, and 
those have been marked in the other case, which is not before 

your Honor, and copies of those are in the hands of plaintiffs’ 
attorneys. 

THE COURT: Look, we can get to that later. But 

this is the witness who is on tho stand now and it is no time 
to argue the case. But while the witness is on the stand, if 
there is anything he wants to tell me about the payments to 
this woman in the Bahamas, I want to give him every opportunity 
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to do so, and then we can move on. 

Have you told me everything you want to tell me, 

Mr. Greene? 


THE WITNESSi No, sir. 

TIIE COURTS All right. 

THE WITNESS: As far as my dealings with Jesup & 
Lamont, I only dealt with the partners and men who were 
managing the trading desk. Those men were doing a very good 
job as far as I was concerned in handling orders. I had no 
knowledge of this Martica Clapp. 

THE COURT: Until you read it in the Wall Street 

Journal, when this order came out. 

MR. MEYER: February 1966. 

THE COURT: And then I would have thought that you 
would have picked up the telephone and said to these men, 
and I'm sure they were very able, competent fellows, "Look, 
you guys are doing a terrific job, but why are you giving away 
fifty per cent of your commission to some u-oman in the Bahamas?' 

THE WITNESS: Your Honor, I did not make that 

specific inquiry to Jesup & Lamont, but our counsel /Sabel 
did, and he received a reply back from Jesup 4 Lamont indicat¬ 
ing that as far as we were concerned that just was not the 
case. 
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DY MR. MEYERj 


3 

Q That what was not the case? That the mo >y was 


4 

being paid to Mrs. Clapp? They didn't deny that did they? 


5 

A I'm not exzctly sure about the details of that, 


6 

but as far as I understand it this was as much a surprise to 


7 

them as it was to us, and I think that they terminated her 


8 

operation, or her connection, with Jesup & Lamont shortly 


9 

after that. 


10 

THE COURT: it couldn't have come as a surprise 


> 11 

to them that they were paying half their commissions to her. 


12 

because they were the guys that were doing it. 


13 

THE WITNESS: Your Honor, it might have been a 


14 

surprise to them that she was putting the funds in a bank whicl 


15 

was connected with IOS. 


16 

THE COURT: But suppose she was putting it in 


17 

h*r own pocket. I still don’t understand why they were doing 


18 

it. They said: We've been doing it, but we didn't know she 


19 

was connected with ir . 


20 

But whoever she was connected with, what basis was 


21 

there for paying her a nickel? she wasn't the one who got 


22 

the business, she wasn't the one who was executing the orders. 


23 

That's what I just don't understand. 


24 

But you've told us, I guess, everythin, that you 


25 

can. Okay, let's go on. 
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Q Did you share Mr. Chestnutt's 
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4 

\ 

aversion to kickbac> ! 


that he testified to tho other day? 

• « 

A Yes, 1 do. I don't believe institutional investors 
should be in the brokerage business, nor should they demand 
brokerage back from brokers cn tho basis of requesting brokers 
to give them back part of their commission, any more than 
an individual, say you, Mr. Meyer, should callyour broker 
at the end of the day and ask him to give you back half of 
the commission on a s tock transaction. 

I do believe in the concept of negotiated commis¬ 
sions. 

Q You mean there is something wrong in getting money 
back for the Fund if you can get it, but if the money goes 

to somebody like Mrs. Clapp you don't ask any questions about 
it? 

MR. LEE: Objection. 

THE COURT: Yes, I'll sustain that objection. 

It is an argument, and you can certainly make it to me. 

MR. MEYER: Okay. 

I have no further questions. 

THE COURT: All right, Mr. Lee. 

MR. LEE: Thank you, your Honor. 
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2 

they show the 17 1/2 per cent. 

3 

THE COURT: So the 17 1/2 per cent is 17 1/2 per 

4 

cent of the space cost. 

5 

THE WITNESS: Correct. 

6 

THE COURT: So it is the same whether it is 

7 

counter cards or newspaper ads. 

8 

THE WITNESS: It is the saT.Tc in principle, yes. 

9 

However, if we wanted to have our in-house agency, that 17 1/2 

10 

would accrue to us rather than an outsider. 

' 11 

THE COURT: I understand. All right. 

12 

CROSS EXAMINATION 

13 

BY MR. MEYER: 

14 

Q Mr. Currier, do you recall that Mr. Sabel and Mr. 

15 

Lee advised the board of directors that American Investors 

16 

Fund had no potential for recapture? 

17 

A Recapture of brokerage? 

18 

Q Of brokerage. 

19 

A Well, the word "potential" there may be a question 

20 

to me. Mr. Sabel and Mr. Lee have consistently advised that 

21 

we stay out of the brokerage business. In addition to that. 

22 

that has been my feeling, that we didn't belong in it. 

23 

Q Let's stay away from your feelings for the moment. 

24 

I want to find out what Mr. Sabel and Mr. Lee told you, and 

25 

I'm not concerned with their advice that you should stay out 
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of the brokerage business. I want to find out if they told 
you about whether you could go into the brokerage business. 

A No. It is my understanding that we — 

Q Pardon me. Lot me modify that. As to whether 
you could recapture brokerage commissions. 

A Whether it is directly the result of their advice 
or what, I'm not sure. Chestnutt Corp. could have organized 
an affiliate, a broker, who could have engaged in brokerage 
on behalf of the Fund. I've known that. There are some 
limitations on that, as I recall. We could not have become 
a trader and shares listed on the New York Stock Exchange. 

But I know ve've known that we could organize 
an affiliate, but we rejected that. 

0 Well, were you informed by Mr. Sabel or Mr. Lee 
that you did not qualify, Chestnutt Corporation did not 
qualify, for NASD membership? 

A I would have to say yes. 

Q And in fact you testified on deposition in this case 
in January of this year, did you not? 

A I think so, yes. 

0 And at that time you said, and I read to you from 
page 102 of your depositions 

I have discussed with counsel any number of 
times and our counsel has insisted that wo have no basis for 
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recapturing brokerage." 

Then further down that page: 

"Q When you say 'counsel," are you referring to Mr. 
Lee or to Mr. Sabel or to both of them? 

"A It could have been either one. I'm not sure. 

I suspect that it was Mr. Sabel." 

THE COURT: What is the question? 

Q (Continuing) The question is whether you recall 
this testimony. 

THE COURT: Is that your testimony? 

THE WITNESS: Yes, sir. 

THE COURT: All right. Let's go on. 

Has this already been made part of the record? 

MR. MEYER: This is all part of the record, yes. 

THE WITNESS: May I add something? 

Q Certainly. 

A Reading from the deposition, T think I said we 
were advised we had no basis. That means that unless we did 
have a broker affiliate we had no basis. 

Q And you were also advised that Chestnutt Corporation 
did not qualify for NASD membership. 

A Correct. 

Q Now I read you from page 107 to 108 of your deposi¬ 
tion? This is your answer, your testimony: 
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"If there were a straight public policy that all 

3 

that a mutual fund needs to do to get brokerage back and pay 

4 

little or nothing for the brokerage, I would not want us to 

5 

not recover. I would want us to recover. 

6 

"Q So if it could have been done with little or no 

7 

expense or effort, you would have wanted it to be done, is 

8 

that correct? 

8 

LEE* I object. 

10 

"A Short of our organizing any affiliated brokerage 

11 

activity. 

t 

12 

"0 By •activity' you mean other than collecting checks 

13 

and doing the bookkeeping for the recapture, is that it? 

14 

"A Correct." 

15 

Do you adhere to that testimony? 

16 

A I do. 

17 

0 And is it also true that you never inquired from 

18 

any other attorneys or anyone else aside from Mr. Lee and Mr. 

19 

Sabel as to the possibility of recapturing brokerage commis¬ 

20 

sions? 

21 

A It is true. 

' 22 

MR. MEYER: I have no further questions. 

23 

THE COURT: Mr. Leo? 

21 

1 

MR. LEE: No further questions, your Honor. 

25 

THE COURT: Thank you, Mr. Currier. 
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CROSS EXAMINATION 
BY MR. KRASNERt 


Q Mr. May, do you know tho term "recapture of broker- 
age commissions"? 

A I am vaguely familiar with It, yea. 

0 Are you aware of the fact that other mutual 

funds have been and are continuing to recapture brokerage 
commissions? 

A I am aware some of them are, yes. 

Q Was the subject of recapture of brokerage 

commissions ever discussed during the time you were a 
director of American Investors Fund? 

A Not to my recollection. 

o Do you know what the term "glve-ups" i s , Mr. May? 

A In what context? 

Q In the context of brokerage commissions. 

A No, I am not familiar with that term. 

0 Are you aware of the fact, Mr. May, that during 
the period you were a director of the fund, American 
Investors Fund directed brokers to give up a portion of 
their commissions to other brokers? 

A I was not aware of that, no. 

* 

0 lou say you read the prospectuses and proxies 
of American Investors Fund for the years 1964 and 1965? I 
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May-croas-redirect 


particular advertising oampaign, you would think it would be 
improper for them to receive a portion of the commissions? 

A Z would be apt to question it, yea. 

Q Are you aware of the fact that American Investors 

Fund did direct brokers to give up a portion of their 
commissions to other brokers who did not participate at all 
in the particular transaction upon which they were getting 


the give-upT 


Z was not aware of that, no. 

MR. KRASNERi I have no other questions. 
THE COURT: Mr. Lee. 


REDIRECT EXAMINATION 
BY MR. IEEt 


Q Mr. May, during the time you were on the board 
of direotora or thereafter, has anything ever come to 
your attention that the fund or the adviser was ever in 
violation of any rule of any stock exchange? 




MR. USE: No questions. 

THE COURT: Mr. KTasner, anything else? 

MR. KRASNER: No. 

THE COURT: Thank you, Mr. May. 

(Witness excused.) 

MR. I£E: Your Honor, there was introduced in 
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P-B-W Stock Exchange—Conxtitution 

AHTiCLE XX 
Commissions 


ills .1 25a 


• '<74 . Obligation to Chorg. Coll.ct-Wi.hoot Robot. 

t li.m-o-, » x< < !»| iitnh-r sm I, R„| ( -, ' J" "I-*" ll„- l\. 

i"ir -will, t„ special mr.-rim.t .'*v the i:..., ll | ,,f ,; I1V , T . 

provide.|; these; Cii‘mniissi(ins shall lie -it rih '' f«t* Ih«*i c'pmsslv 

Atli. lc prescribed; and ,Ik* v ^..n . ,j V 1 * n,,t ,<,KS 'Mu- rat.-s in this 
r «-t M rn, discount or allowmie in " fl ™ f ' 

arran^im-nt. direct or indirect. ' ' manner. or l»* ;mv ti.«-rfi-..I ,, r 

mi««i..„ he" T,'r r X"c"Rl t l hZcin^U.luZf''""’’' *' W, !"' r 

f f *r any member, member firm or miml 1 S ° F ),,s ! ,ncss sought nr 'procured 

« as i.oreii, expressly perStrd ™'P°rati„n of ,ho F.vrha, w ' «! 

Commissions on other Exchanges 

firm or tm-mher r..rpora’t btlTnf',Vio"rxchnire uf 10, a " y member 

'"'n.ltersl.i,, i„ another nvchanre |„c"tS !. /i t*-."T c' bcrshi P "r as S o- 

or rn;., (, rn,| ,villi r ;m; „|i ;iI1 j {’*' " u ‘ Staffs ., r ('at,aria. 

""inl.ni t,r a ill ' s ’ '. n ” '*'HHha| III a return ,,f 

ollim fxi lianjp-. ' " a,," |• 11 | |, x 

Amended 
April 18, 104 s ; 

November 20, 1047 ; 

September >,y lO.S.l’ 

* ’ 477 Commissions on Stocks. Rights and Warrant, 

*St:r. 2. Commissions shall Ik- ns follows; 

STOCKS. RIGHTS AN!) WARRANTS 

(l lorninaflt-r referred to as '‘st.K-ks’’) 

Mon-member rotes (slocks) 

< I ransaclions i„ which’'', !nvn,her'i^i tuen^ "T-' 'i"'" 1 ac- 

a’ r !’; ,rl,,,,r< members of the l-xchim.f ,1, " : ,1 !"l "" transactions 

sliall In* not loss thati (hr following: ’ k ’ 1 emmnsmon »»tc p«-r sham 

•Amended 

Novi-,niter 2ti. 1047; 

Novc-mlter 18 I9i)’ 

May 1. 1958; ‘ ’ 

April |, 19S9. 
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Stocks $1 per shore and above 

.r h *7 r 1 a ' ,nv ' 

-< A; "y^^SSs^ STSft’sffifiti »•«>• 

'•<« Syirol^XVin ™i,'rto,' : " r ” franWraSw 

Commission 

2% on first $400 of money involved plus 
on ntxt J2.000nf money involved pins 
t/uS f ’" ncxt of monev involved plus 

I/m/ on money involved nlmye $5,000 plus $3.00 
(m) f>ii odd lots (less than a unit of trading) 

sions of paragraphs*’2(a)' (1) (HTh'ifd)* a^d^f)!^”* * H pfnvi ' 
(iii) Notwithstanding the forepoinp- 

•* •"■* Wperri.^ transaction'; b '" a " r """ sha " 

Stocks below $1 per shore 

Cl) On storks selling helow til DO 

»....a .. 

/v,rr ^w frr 

1/250 of $ | rrn, \ 

1/128 of $| n -> 

2/32 of $| 11,1,1 ,,hnVC , *" t " ml<M 2/32 ,,f $' 0 . 5 5 

V/v 2/ ;\ 2 ,' ,f $* , ’" t under 8/32 of $1 V 0 

I /? " £ i’"' a,f ,‘ VC ,M,f ""‘I" 1/2 of $1 20 

1/2 of $1 Imt under 5/8 of $1 * 

*>'tt tinder 3/4 of $1 , 7K 

3/4 of $| Imt under 7/8 of $| . 

7/8 of $| Imt under $1 ,J" 

.Vhcn the ntim.int '' r ?“■ 

'* l0 “" * * "’V rntc per A,*. 

Rotes to members—Clearance business (stocks) 

nr ,h b riXnS. in .rtcn"; -'Lot,,inn, 

xsx&r* ,, '" irc ' ™" 1 —-«< b - 

11477 Art. XX 
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• • • Directives of Board of Governors 

The Board of Governors has adopted the following Directives: 

It is the policy of the Exchange to permit clearance arrangements 
between members at not less than 50% of non-member rates, but the 
Board will consider requests for exceptions in particular cases. 

Notwithstanding the foregoing, members may establish and main¬ 
tain bona fide correspondent relationships upon a fully disclosed basis 
in which rates less than the rates prescribed herein may be charged 
provided in each instance the terms of such relationship shall be set 
forth in a written memorandum filed with the Exchange anil the es¬ 
tablishment as well as the maintenance of every such relationship 
shall be subject to approval of the Board of Governors. 


Investment Fund Orders 

Members and member organizations may accept orders for execution 
on the Exchange from Investment Funds, registered under the Investment 
Company Act of 1940, on a give-up basis to include other members, subject 
to the following conditions: 

1. Designate Give-up: The Investment Fund shall in each instance, 
at the time the order is placed, designate it specifically as one to include 
on a give-up basis other members. 

2. Give-up for Member: If the order is designated as one to be exe¬ 
cuted on a give-up basis for members, the executing member may credit 
not to exceed 65% of the commission earned to a special account to be 
identified in the member’s records as "Member’s Investment Fund Give- 
up Account.” 

3. Givc-up for Non-Member: If the order is designated as one to be 
executed on a give-up basis for non-members who are members of the 
National Association of Securities Dealers, the executing member may 
credit not to exceed 10% of the commission earned to a special account 
to be identified in the member’s records as "Non-Member’s Investment 
Fund Give-up Account”. 

4. Give-up for Members and Non-Members: If the order is designated 
as one to be executed on a give-up basis for both members, and non- 
members as defined in section 3, the executing member shall not credit 
to the respective special give-up accounts more than a combined total of 
50% of the commission earned. 

5. Disbursement in Calendar Year: All commissions credited to special 
Investment Fund Give-up Accounts shall he disbursed as provided in 
Paragraph 2, during the calendar year in which they arc credited to such 
accounts. 

6. Members /fdvi.tr Hxchange: Members promising to transact busi¬ 
ness for Investment Funds pursuant to the foregoing shall so advise the 
Exchange in writing, stating that such business has been or may he 
accepted. 

7. Maximum Rate: The maximum rate of 65% on Investment Fund 
orders shall be effective regardless of any other rate which may be ap¬ 
proved for the establishment and maintenance of a bona fide correspond¬ 
ent relationship between,members and member organizations. 

Amended 
February 4, 1953. 

May 7. 1964. 

November 8, 1965, effective November 9, 1965. 

June IS, l%6, effective June 21 ), 1966. 
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P-B-W Stock Exching*—Constitution No 10 7-64 

Floor commissions (stocks) 

. .« (C tr busine ? s for m « m bcrs, member firm*, and member corporatio is 

*■ giv “ «<-n ^ ^ 

Stocks $1 per share and above 

(1) On stock* selling at $1.00 per share and above, the commission 
rate per share .'hall be not less than the following: 

fyiccJerJhHrc R(ltc p rr share 

, , cents 

• $ 1 and above but under $ 2 . ’l 25~ 

$ 2 and above but under $ 5. j 40 

$ 5 and above hut under $ 10. 210 

$ 10 and above but under $ 20. 3 j 0 

$ 20 and above but under $ 40.. 3 65 

$ 40 and above but under $100 .. 3 85 

$100 and above but under $150. 4 35 

$150 and above but under $200 _ 4 50 

$200 and above . . 

Amended . 500 

October 28, 1958. 

Stocks below $1 per share 

sh-ri 2 .Ln n t, StOC * k . S se,, i. ne b , clo , w .. $10 ° n cr *»>»« the commission rate per 
sn, *rc shall be not less than the following; ^ 

Price per Share Rate per Sharg 

1/256 of $1 . 

1/128 of $1 . JJy 5 

^ ant * above *>ut under 2/32 of $1 _ 01 

2/32 of $1 . 0 ' 2 e 

Over 2/32 of $1 but under 8/32 of $1 ';;; 0 . 2 5 

8/32 of 81 and above but under 1/2 of $1 ..' ’ ’ 0*5 

1/2 of $1 and above but tinder $1 .... 0 5 

Notwithstanding the foregoing, when the amount involved in a trail* 
action „ less than $ 10 , the commission shall he as mutually agreed 

Minimum 

be 25? C commi »S''on on any transaction for members shall 

Definition of transaction 

(d) For the purpose of this Section 2 

transaction r . C hfS C K°!. StOCk ^ SeU . ing , at $1 00 P« r share a "d above, a single 
C *l on . 8ha . 11 be de . e med to include all purchases or sales for one ac¬ 
count, of a single security, pursuant to a single order 

.radiSi’TSi'S ,' 0 100 SharM 5 I” »«<* ">« uni. of 

(ji) amounting to less than the unit of trading 
(in) amounting to tflO shares or loss in one transaction nr a 

t0 - 1 sin,T,e or d pr entered at a single 
less th^VYflO shares! 161 ' ° f * ieeUnt ' " whith ,he «"»* " f fading i, 

II 1477 Art. XX 0 I96«. Commerce Clearing Hou.e, Inc. 
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Axcnange—Constitute 


- • m 

*» ... in... ..f 

Ili.-m the II Mia I odd |„ t dilTcreiithl W . i } H ‘7! l ,r,c «' more 

••"lor. kiii'I, odd lot tra sar ( i , „ 1 '"v ,;'l fr r ,n th f hn, 1 ' t 0,1 f "» '-» 

single transaction. " ,>C ,,cc ' n ‘• ,, a part of the 

Itansaeli .hi :| i:l || |„. ,|,- 7 m l M f a single 

•■••mil, of a ..i„ >: |,. ...mri v „ , i P«n l.:.Krs or sales In, „ 

•c of I be older • ' a • S, "K'** irrosjN-.-In,- ol , 1 ..- 

—a ....««*«... 

Special raKej 

coiiiniissii.il rates lo'incmllersmvTnon*^ elsewhere in this Section ||„. 
to call or otherwise, arc to be redeemed ' ’’ j c . rs n P on stocks which, pursuant 
rnfs as may he mutually a^eeflnpon orovWed"^ m0nt,, « W 

. . . 

Non-member rate* (bonds) 

-nttallS i" in ' 


f)N IIONOS 

i‘ r i > r P er f l/KIOof Principal 
Selling at less than $10 " 

Selling at $10 and above lull under $100 
Selling at $100 and above 

Amended 

t ti i.iImt 17, P»5fi. 


Nate per $1.000 
of Principal 
$ 75 " 

1.25 
2 50 


Rate* to member*—Clearance business (bonds) 


"f prin- 
•ll".ving: 


ON MON ns 


f ' ri <~e Per $1.000 of Princ ipal 
Selling at less than $10 
Selling at $10 and above but under $100 
Selling at $100 and above 

Aincmlnl 

1 *• I«»Imt 17. I 1 #Vi. 

P-tl-W Stock Rx h.'in^c Guide 


Rate per $ mo p 
of Prin cipal 
$ .50 
/. 2«{ 

1.25 
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P-B-W Stock Exchange—Conadtutloa 


Floor commiitions (bonds) 

(i) On business between members of the Exchange when mm* of nrinri 
pa is piven up, the commission rates shall be not ims than the following: 

ON BOND' 

„ . t Per $1,000 

Price per $1,000 of Principal JPrinc{p n r 

■ Selling at less than $10 ." « 2 5 

Selling at $10 ami above but tintler $100 3714 

Selling at $100 and above . 7 5 

Minimum 

The minimum commission on nny transaction for members shall be 25$. 
Amended 
October 17, 1«»56. 

Special rates 

n Notwithstanding the foregoing, the commission rates to members or 

non-members upon obligations of the United States, Puerto Rico Sppine 

notes* ha vinlr Terr 'tones and Municipalities therein; upon bond? or 

suatU 3 r ’ VC J earS ° r CSS t °,. rUn; J and Upon bonds or notcs which, pur- 
x rb l r t otherwise, are to be redeemed within twelve months, shall be 

/ - as m »y ,,e n,l,tl <ally agreed upon; provided, however, that the 
Board of Governors may determine special rates on any or all such securities. 

* 1479 Special Rates 

tnhlHwd l ?rt' r COnMnissi T f,,r P 1 ‘ rti e« , ar «curitics may be es- 
; '’V 1 ' M,,, . ,rf| ,,f f "'/ r mors whenever in its judgment such changes 
shall be for the best interest of tlm Exchange. M 


Clearing Charges 


fl 1479 

lo r r 1 Wl,cn n mcmlter. or member firm, or member corporation having 

o he'px -V' S ‘ V ,,C ,; nrulc a r ,ntract for or its own account on the j'Zr 
of the Exchange for the purchase or sale of stock arranges to have such cm. 
tract cleared by another member or „ ember firm, suclf clearing nmml.er o; 

r"';, :'" sl,;i 1 rhar £<‘ am| co,l< *rt from such executing member or member 
firm a clearing charge therefor, as may be mutually agreed upon. 

* Dealings in Securities of Original Issue 

mi/.. ' S ‘ lf ? ,T ” mhcr ?f ,,1r Exchange or member firm or member eorpo- 
" ' h; T s n ,"’ , . ransact '.°!'‘ in , whir »' the member or firm or corporation is 

; ,1 A r St ? ,, « tl ' s " r » r, ^rinal issue, the rates of commission pre¬ 
fer S ’* " 0 ‘ ? P,,,y to Sl,ch transactions if not made on the 

c" :,t p r:, ,dc ;- h °rr:- ,,,at <v - h t™***™* shan i, c subject 

R a tl,c i ,oar ‘l "f Governors may frmn time to time prescribe. 

^ Proposition to Violatq 

Sec. 6. No member, member firm or member corporation shall make a 

sxzx, ^„vsrA^” in “ s ■■ ,h “- &-**«- 

f 1478 Art. XX 
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ETITUTIONAL AFFILIATE 


PBWSE INSTITUTIONAL MEMBER LIST 
DATE OF 

ADMISSION PARENT ORGANIZATION 


na Financial Services, Inc. 6-28-71 

Farmington Avenue 
tford, Conn. 06115 
me: (203) 273-0123 

tber: D. Russell Armentrout, Jr. 


Aetna Life and Casualty 


.state Trading Company 
state Plaza 
thbrook, Ill. 60062 
>ne: (312) 291-5781 

iber: Ronald E. Peterson 


11-15-71 Allstate Insurance Co. 


irican Money Management 
Corporation 
i Josephine Street 
te 505 

ver, Colo. 80206 
ne: (303) 771-8030 

ber: James H. Galbreath 

r Securities Corporation 
Wall Street 
York, N.Y. 10005 
ne: (212) 422-7282 

ber: Ralph M, Carruthers 

G. Securities Corporation 
tford, Connecticut 06115 
ne: (203) 243-8811 

ner: Harold E. Bigler, Jr. 

Securities Corp. 

South Michigan Avenue 
:ago. Ill. 60604 
»e: (312) 822-7908 

>er: Richard T. Fox 

•ecunties Corporation 
Milk Street 
on, Mass, 02107 

e: (617) 426-2600 

er: Donald H. Whitney 


12-16-70 


Western Empire Financial Inc. 


2-17-66 


Julius Baer (Banking) 


9 - 2 if- 6 2 


Connecticut General Life 
Insurance Co. 


5-22-70 CNA Financial Corp. 


9-18-72 


Commercial Union Companies 
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TITUTIONAL AFFILIATE 


monwealth Chemical 
curities, Inc. 

John Street 
York, N.Y. 10038 
ne: (212) 349-5460 

ber: Julius Kleinman 

necticut Nutmeg Securities 
Trinity Street 
tford, Conn. 06115 
le: (203) 566-5050 

>er: Robert I. Berdon 

Lman 6 Company, Inc. 
California Street 
:e 2810 

Francisco, Calif. 94104 • 
le: (415) 986-0246 

>er: Thomas Finch 

Dreyfus Sales Corp. 

Fifth Avenue 
York, N.Y. 10022 
it: (212) 935-8484 

>er: Robert S. Clancy 

>wment Securities Corp. 
'ranklin Street 
on, Mass. 02110 
ie: (617) 357-8480 

er: Paul F. Duffy 

co Securities, Inc. 
i. Box 581 
West 52nd Street 
York, N.Y. 10001 
e: (212) 757-3337 

er: "’alter R. Knortz 

ty Services, Inc. 
onal Life Drive 
pelier, Vt. 05602 
e: (802) 223-3431 

er: Harold Engelman 


PAGE _l 

DATE OF 

ADMISSION PARENT ORGANIZATION 


12-29-72 Federated Equity Corp. 


12-14-72 State of Connecticut 


1-26-70 Capital Funding Corp. 

(Life Insurance) 


12-24-68 Dreyfus Funds 


17-73 Endowment Management 8 
Research Corporation 
(Managers Mutual Fund 
Major Endowment Fund) 


*"^"72 Equitable Life Assurance 

Society of the' United States 


2-10-72 


National Life Insurance Co. 
of Vermont 


ONL H CC?V BAILABLE 
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DATE OF 

riTUTIONAL AFFILIATE ADMISSION 


>partners Securities Corporation 4-2-68 
>rld Trade Center 
:e 3411 

York, NY. 10022 
le: (212) 466*6100 

►er: Thomas R. Koerick 

incial Service Corporation 2-13-68 

. America 

incial Service Bldg. 

Imont and Cain Streets 

inta, Ga. 30303 

ie: (404) 659-1234 

er: William F. Carter 


PAGE 3 


PARENT ORGANIZATION 


Credit Lyonnaise, Paris 
Commerzbank, Germany 
Banco di Roma, Italy 


Financial Service Corp. 
International (Insurance 
and Diversified Investments) 


ders Securities Corp. 5-19-71 

First National Bank Building 
er, Colo. 80202 
e: (303) 292 1820 

er: Bjorn K Borgen 

y Friedlander 6 Co., Inc. 2-5-71 

Broadway 

York, N.Y, 10005 
e: (212) 425-7740 

er: Joel D, Aronson 

c Securities, Inc. 6-15-72 

| Gamble Drive 
eapolis, Minn. 55416 
e: (612) 374-6434 

sr: E. Charles Williamson, Jr. 

ral Investment Sales Corporation 
North Far we11 Avenue 9-4-69 

lukee, Wise. 53202 
i: (414) 272-2421 

ir: Wallace C. Berg 

food Securities, Inc. 9-9-68 

ienwood Avenue 
i Orange, New Jersey 07017 
b: (201) 674-7575 

sr: Paul Kreindler 


Founders Mutual Depositor 
Corporation 


City Investing Co. 

(Financial Conglomerate) 


Gamble Skogmo, Inc. 


GL Enterprises, Inc. (Insur.) 


Pennsylvania Life Co. 


OMLV COPV AVAILABLE 




DATE OF 
ADMISSION 


PARENT ORGANIZATION 
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TlTUTIONAL AFFILIATE 


rdian Advisors, Inc. 8c7-70 

Park Avenue South 
York, N.Y 10003 
le: (212) 473-10003 

>er: James B. Pirtle 

>ay, Stuart 5 Co., Inc, 4-2-70 

LaSalle Street 
:ago, Ill. 60690 

le: (312) 782-3900 

ler: Ernest B. Kelly, Jr. 

ford Securities Company, Inc. 12-17-71 

ford Plaza 

ford, Conn. 06115 

,e: (203) S47-5000 

er: Gerard T. Lynch 


i Capital Services, Inc. 
laiden Lane 
York, N.Y. 10038 
ie: (212) 530-6163 

er: Rogers Bayles 

rial Securities, Inc. 

>. Box 1386 
9 Wayzata Boulevard 
eapolis, Minn. 55440 
e: (612) 544-1531 

er: Thomas P. Kozlak 

Trading Corporation • 

1648 Suburban Station Bldg. 
Arch Street 
adelphia. Pa. 19101 
e: (215) 241-4000 

ei: Donald G. Heth 

rcapital Distributors, Inc. 
Broadway 

York, N.Y. 10019 
e: (212) 581-3360 

er: Dennis II. Greenwald 


12-31-71 


3-19-69 


6-24-68 


5-22-70 


Guardian Life Insurance 
Co. of America 


Lincoln National Corp. 
(Bank Holding Company) 


Hartford Fire Insurance Co. 


The Home Insurance Company 


The Saint Paul Companies, Inc. 


INA Corporation 


McGraw-Hill, Inc./ 

Standard 6 Poor's Corp. 
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titutional affilIate 


Page 5 

DATE OF 

ADMISSION PARENT ORGANIZATION 


ercapital Investors, Inc. 8-13-69 

1 San Joaquin Hills Road 
port Beach, Calif. 92660 
ne: (714) 644-8673 

ber: Jack E. Glassford 

feries 6 Company, Inc. 8-5-71 

South Figueroa Street 
Angeles, Calif. 90017 
ne: (213) 624-3333 

Der: Boyd L. Jefferies 

>as City Securities Corp. 3-19-69 

Crown Center 
p. Box 19237 
>as City, Mo, 64141 
ie: (816) 283-4210 

>er: Wesley J. Teasdale 
PBW Trading Floor 

(tone Securities Company, Inc. 4-25-72 

ligh Street 

on, Mass. 02104 

ie: (617) 726-1200 

er: Robert M„ Smith 

's Securities Corp. 1-3-72 

Fifth Avenue 
York, N. Y. 10019 
e: (21?, 586-4400 

er: Jacob Stillman 


Interfinanci ll Inc. 
(Life Insurance) 


Investors Diversified Services, 
Inc. 


United Funds, Inc. 


Keystone Custodian Funds, Inc. 


Loew's Corporation 


gie, Mason Hagan, Inc. 
East Main Street 
bond, Va, 23219 
b: (703) 649-0331 

pr: John C. Hagan, III 
Walter W, craigie 


6-8-72 


Fidelity Corporation (Insur.) 


prmer Member Firm, Mason-Hagan, Inc. was admitted 
; . . Their membership was ceased in June, 1972. 
raigie, Mason-Hagan, Inc. became the PBW member.) 


to membership on 
at which time 


ONLY COPY AVAILABLE 



ySTI TUT IONAL AF C ILIATE ADMISSION 


American E( l uit y Corporation 12-30-70 
)00 Avenue of the Stars 
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Equity Funding Corp. of 
America (Life Insurance 
and Mutual Funds) 


5 nn Mutual Securities Corp. 

10 Walnut Street 
liladclphia, Pa. 19105 
lone: (215) WA 5-7300 

tmbex: Edwin W. Crysler, Jr. 

oenix Equity Planning Corp. 
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mbc.: Edward P. Ward 

acs d'Armes Securities Inc. 

2 Notre Dame East 
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mber: Tancrede Sicard 

rteouo and Company, Inc. 
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one: (215) 564.3533 

nber: Douglas K, Porteous 

ico Securities Corporation 
idential Plaza 
mik, New Jersey 07101 
me: ( 201 ) 336-4246 

iber: John F. Winch 

>ublic Securities Corporation 
!0 K Street NW 
hington, D.C. 20006 
ne: ( 202 ) 223-1000 

iber: Charles W. Steadman 
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NSTITUTIONAL affiliate 

t. Johns Securities, Inc. 
050 Edgewood Court 
. 0* Drawer B 
acksonville, Fla. 32203 
jhone: (904) 387-1588 

ember: Charles M. Thompson 

urety Equities Corporation 
> 0. Box 2520 
urety Financial Center 
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hone: (801) 487-7411 

ember: L James Ellsworth 

W Securities, Inc. 

45 Park Avenue 
3 W York, N.Y. 10017 
tone: (212) 661-4400 

;mber: Gerard Leimkuhler 
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7-9-68 D. D. I. Inc. 

(Family Holding Company 
Diversified Investments) 


Surety Life Insurance Co. 
of Salt Lake City 
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Tsai Management 6 Research 
Corporation 


;e°^ow^Ce«er eS C ° mpany 10 - 13 - 69 U “ ited Funds of Canada 

o. Box 19237 
insas City, Mo. 64141 
>one: (816) 283-4207 

mber; Richard T. Taylor, Jr. 


avelers Securities Corporation 12-30-71 
Tower Square 

rtford, Conn. 06115 
one: (203) 277-0111 

mber: Peter F. McKay 
S-DB Corporation 

Wall Street 11-9-70 

u York, N,Y. 10005 
ane: (212) 943-5900 

nber: Donald E. Williams 


Lnut Securities, Inc. 

) Wall Street 
i York, N.Y. 10005 
>ne: (212) 422-6915 

iber: Joseph M. O'Brien 
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Travelers Insurance Co. 


Union Bank of Switzerland/ 
Deutsche Bank of Frankfurt, 
Germany 


NFI.C, Inc. 
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14 IMPLICATION8 OF INVESTMENT COMPANY GROWTH 

In the Commission's view, the adoption of an exDrcss statutory 
standard of reasonableness for managerial compensation is the most 
feasible wnv of improving shareholder protection with a minimal dis- 
motive effect on industry structure. The Commission has considered 
other proposals in this nrea. These range from proposals to strengthen 
disclosure, shareholder voting rights and the position of unafluiated 
directors to proposals for requiring tin internalization of the manage¬ 
ment function. Proposals with respect to disclosure, voting and un- 
a(filiated directors were rejected as wholly unrealistic. On the other 
hand, proposals calling for internalization were viewed as too sweeping 
to be warranted at this time.’ 1 

(«) Sales of management organizations 

Sales of the assets of, or controlling blocks of stock in, adviser-under¬ 
writer organizations have caused funds to chance managers. Since 
the management organ’-.atioh’s control of a fund often is an exceed¬ 
ingly valuable asset, the price paid for its stock or its assets reflects the 
expectation that the buyers will be able to succeed to the advisory, 
brokerage and underwriting revenues obtainable from this control 
relationship.” 

Sales of management organization are of paramount importance 
to the fund and its shareholders. The conflict of interests involved 
usually is a striking one. It is in the interest of the retiring manager 
to obtain for himself the highest price for this relationship. The 
interest of the fund and its shareholders, on the other hand, is to 
obtain the best available management at a reasonable cost.” 

Although the Act requires that the new advisory relationship be 
approved by the holders of a majority of the fund’s shares, this safe¬ 
guard has hot adequately protected the shareholders’ interest in all 
ras'"*.” In the Commission’s view, transfers of the management rela¬ 
tionship that are adverse to the interest of the funds and its share¬ 
holders should be prevented. The Commission believes that this 
objective can be nchieved without discouraging fund managers who 
arc unable or unwilling to continue serving in that capacity from 
terminating their relationship and without depriving them of an oppor¬ 
tunity to obtain a fair return from their efforts in organizing and 
developing the investment company.” 

Accordingly, the Commiasion recommends that the Act be amended 
to prohibit sales of management organizations if the sale or any express 
or implied understanding in connection with the sale imposes addi¬ 
tional burdens on the investment company or its shareholders or limits 
its future freedom of action. 

3. Chapter IV—Portfolio Transactions 
(a) The securities markets 

The substantial brokerage costs that inv ...ment companie. o 

an increasingly important source of revenue tc the securities ...uus- 
trv. In 1965, these charges amounted to more than $100 million for 
the mutual fund sector alone.” 

" Pp 147-UO. Into. 

» I*. IM. I ito. 

" P. III. Into. 

>• P. IM. Into. 

n Pp IM-I4I. Into. 

" V. 144, Into 
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portfolio holdings of investment companies tend to be heavily 
concentrated in securities listed on the New York Stock Exchange. 
While most investment company transactions are executed on that ex- 
change, the companies also can buy find sell NYSE-listed securities on 
seven regional exchanges 71 and in the so-called “third market” seg¬ 
ment of the over-the-counter market. 7 * Investment companies also 
»rc important holders of securities that are traded only in the over- 
the-counter market, und a few companies invest principally or ex¬ 
clusively in such securities.* 

Charges for the execution of transactions in the ovor-the-county 
market are subject to negotiation.*' In the exchange markets, how¬ 
ever, brokerage commissions are governed by exchange minimum 
commission ra*e schedules which do not provide for a volums dis¬ 
count. The exchange commission on an order for 10,000 shares of & 
given security is cxnctly 100 times the commission for a 100 -share 

order.” ... 

Hcncc, though exchange members compete vigorously among them¬ 
selves, with members of other exchanges and with nonmember broker- 
dcnlcrs for investor patronage in exchange-traded securities, they do 
not do so on the basis of direct price competition.” Nonexchange 
members who operate in the third market, however, are not b >t.nd uv 
exchange commission rate schedules. Often they are able and willing 
to handle orders for institutional customers in NYSE-list- • securities 
for less than exchange members have to charge .' 4 

(6) Allocation oj mutual fund brokerage 

Exchange members also are willing to execute a.id clear exchange 
transactions for mutual funds and other large institutional customers 
for a fraction of the commissions they must charge them.” They allow 
mutual fund managers to allocate a substantial portion of the brokerage 
to other brokers who had nothing to do with the execution of the 
transaction on which the brokerage is earned.” 

Some of this brokerage is allocated to broker-dealers for nonsales 
services, including investment research, investment recommendations, 

J irivate wire and teletype connections, pricing of fund securities port- 
olios and, in a few instances, custodial services . 17 However, the 
managers of most dealer-distributed funds which are not closely 
affiliated with brokerage houses use a substantial portion of the funds’ 
brokerage to pay dealers extra compensation for sales of fund shares." 
Thea mount of Brokerage available for sales depends upon a variety of 
factors, but generally the larger funds and fund complexes are able to 
use a much greater percentage of their brokerage for sales than are the 
smaller one*.* 

The simplest way to reward broker-dealers for nonbrokerage services 
is to place brokerage orders with them. However, placing ordera 
with substantially all of the member firms that sell fund shares and 

" P. 167, Infra, 
ft Pp 157 IK, Infra. 

* Pp. I.«+-I6I. Infra, 
ft P. 156. .nfra. 
ft Pp. 1S6-1S9. Infra. 

£ ft Pp. 1M-157. Infra. 

• P. 157, infra. 

r ft Pp. 191-160, Infra. 

ft Pp. 162-163. Infra. 

« Y. 163. Infra. 

, ft Pp. 161-163. Infra. 

ft Pp. 164-166, Infra. 

* • Pp. 165-167, Infra. 
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provide other services would impose burdens on fund trading depart¬ 
ments and on he ability of fund managers to acquire or XoSe of 
port oho securities in the most efficient and iJiexpeSive P £?v ” 
Most fund managers, therefore, attempt to distribute fund brolfer 
ago to a large number of dealers who sell their shares bv using the 
customer-directed give-up.” They direct the broker X exe? 

of ih.fl. 0 ™” and 4 rece,vcs the commission to “give up" portions 
of that^ commission to one or more designated broker* who nave no 

fnnd CC n ° n • ‘^transaction.* 1 Because of the profitability of 
r.l n T 10 J> ,ine!S ' NYSE members are willing to Vivo 
up as much as 60 percent of the commissions on such orders—some 
"ij 7 Pve up 70 percent or even more.” —some 

N lSE rules prohibit members from sharing with nonmembers com¬ 
missions on transactions executed on that exchange.” Fund man¬ 
agers, therefore, place orders for NYSE-listed securities traded on 
regional exchanges with brokers who arc members of both the NYSE 

flnrl OnA nr tnnra ramo..,. ~_L __• i . XKJXJ 


# u •.T ° T, . ^ vy.upcicu who me in lau* for mutual 

fund busmess by .ashioning rules that allow give-ups of brokerage 
income to dealers who sell fund shares but who are not membenTof 
any exchange. Increases in regional exchange trading volume in 

vr are . lar & e ]y due 10 w»e use of regional exchanges by the 
„ Mutual fund transactions on regional exchanges* often are 
crosses of orders that have been arranged and negotiated elsewhere 
and later brought to the floor of the exchange for formal execution” 

(c) Impact oj mutual fund, reciprocal and give-up practice* 
Although reciprocity doing business with people who do busi¬ 
ness with you—is an accepted custom of the business world, in the 
mutual fund industry it takes on a unique character. The use of the 
funds brokerage commissions as extra compensation to retail sellers 
of fund shares pnmanly benefits their adviser-underwriters rather 
than the funds and their shareholders.•* 

Under existing commission rate structures, mutual fund shareholders 
could derive greater benefits from their brokerage commissions if the 
gjve-up portions of the commissions were transmitted to the funds 
themselves or their adviser-undirwritcrs for the purpose of reducing 
management costs. However, in the face of competitive pressures 
managers of the d.aler-distnbuted funds have not used brokerage for 
this purpose. ” ^ 

The increasing importance of brokerage as compensation for sales 
of fund shares presents a potential for harmful effects on fund man- 
agement. The need to allocate brokerage for sales may tempt 
fund advisers to skunp on the allocation of brokerage for investment 
advice or other nonsules services of greater benefit to the funds 
than the accelerated sale of new shares.” Even more important it 
creates pre ssures for “churning,” i.e., frequent sales and pin-chases’ of 

■ rp IS7-IM, Infra. 

• Pp. 18P-I70, Infra. 

" P. 170, Infra. 

" Pp. 170-171, Infra. 

» Pp 171-172, Infra. 

« P. 172. Infra. 

« Pp. 172-17*. Infra. 

“ Pp. I7J-I7*. Infra. 
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continue to serve nonfund clients ,s * or brokerage firms for whom the 
management of the fund is but one of a variety of activities.**• 
No-load shares arc sold by the fund itself with the aid of its invest- 
incut adviser. The ubscnce of a sales load precludes the development 
of the complex distribution systems and the exertion of the vigorous 
direct selling efforts characteristic of the load funds. No-ioad funds 
employ no salesmen. However, they and their advisers stimulate 
share sales by advertisements in newspapers and periodicals, stating 
that the fund is a no-load fund and inviting requests for copies of its 
prospectus. 1 " And some no-load funds encourage brokers to recom¬ 
mend their shares to prospective investors bv directing their port¬ 
folio brokerage business to those brokers who promote the sale of their 
shares.Other significant sources of business are the adviser's general 
nonfund advisory clientele," J recommendations bv lawyers, bankers, 
and others on whom people rely for investment advice; articles in the 
financial press; 1 * 1 the reputation of a particular fund for investment 
expertise; and new investment by existing shareholders."* 

These methods of obtaining business have been considerably less 
effective than the load funds’ far more vigorous, personalized selling 
drives. Hence the no-load funds have only a small share of tot3 
mutual fund assets and shareholder accounts. 1 ** 


E. THE PATTERN OF FEDEIIAL REGULATION 

Although the Investment Company Act is the only Federal statute 
expressly concerned with investment company regulation, three other 
Federal securities statutes—the Securities Act of 1933 (“Securities 
Act”), the Securities Exchange Act of 1934 ("Exchange Act”) and the 
Investment Advisers Act of 1940 (“Advisers Act”)—also establish 
significant regulatory- controls over the investment company industry. 

For rtninplr. T. Rove Trie* Associates. In*., which aru as Investment sdvbwr to T Rowe Price 
l.rnoth Stork Fund. Inc. (June 30. I 8 M, Made approslmatrly IJM.l million), the larged fund that has 
e-iii nl.Miil, operated on the no-loud principle, was a well-established private Investment counselor long 
I.Tlner It entered the mutiml fund Iiuj in cm The aggregate aaaeU that It manages tor Its nonfund advisor* 
'll* nre at ill Ur in p\r»*wof llic ti**rfs of l(i futni clients 
I • These Include such New York Slock Etch mge firms aa Ralph E. Samuel * Co., which acta as Inesai- 
lent odvlsct to E.“Tg> Fund, Inc. (June JOh assets 448 million), Wood, Strutliers A WlntJuopJth. 
S i 1 1 1 ,0 . n "* Mreet Fund. Inc. (June 3ft I 80 u. aaacu M3 million) and to DcVcgh Mutual 

,IC lJ,, nc 3n IMS,, assets til. I million), and 1-rlimun llrul, I lie Invcaimcnt adviser to the Ono 

riVVae^r..^^, *•** ,u^n 

A;lvorktnwvvwritn relating to securities a-.e tegulaird by llie Securities Act of 1833. To prevent the avoid- 
HV Of Hie |irus|M-cius requirements of I lie Securities Act, the coment of such advert lsrincmi la limlicd In 
ri .in respects Securities Art see JIIUMIn mid rule 134 tlH p nnder <17 t' F K src API 134 ) llrcaiiaa of 
n - l. rul llinttnlinnson wlui con and eaiinnt la- I is I, srruriiic* advertisements are usually cullctl "lointv 
htnev iniilual fund •hurra on- Serum let. lelvert tsrmrnU v. n l, n spei t to I Item must comply with 
in. - t, „. ral rules llreutisr of the niuure of inulUid funds, advents incms lor ilielr slmrea arc somewhat 
Vluir il™".. w ' '* rl iscuicniB lor oilier typr* of accum ies. F.-e Securities Act Ur lease No. 4704 

„ , U) * if ciairse. the fund nr Its adviser roulil reproiluce ihc enlirr pruaiicciua u a nrwsimnrr or 

n .ca,",,. advertisement. tFrlncl|«l umlerwrlt.rs ol loud fund, have duni so l Uut thU entini con- 
si t|r.ili|r coot. nn.l ii.ebaul finds have not ul Hired I Ins nie.uis of advertising 

a cre.iie^t^uMli^n^iVie'n^hMol^tmllr “' alUihh to I lie load funds (arc |>p 10 41. supra), who u» It to 

MU.i^’'V* t ".T"‘ ll * | v*- s evs dtlier refuse or arc reluctant to accept clients with assru below a certain 
I u . ’■, .,/ '“M’rvtivc dams whose meant lire ladow that level are ofirn advised to buy shurra In 

lire .I T M ' j u . 11,41 1 f ** ,|vlMr »»*»*•*«*. C>n ort-iiMun. notifund client* recommend (lie fund* tharet (o 
j i ir Ira iHh and acquaintance* Ami tome advisers rnrntmige thru ruiploycrt to sell shares of no-load 
luMlAury^l,hnen l ,ro^•** ,,,,^,,l ' “* * U<1 uo * no-,oml ,und uUvfa,r relnforcrt such rncourognuent by certain 
!" luumcul wntrrs have directed their readers' alirntlon to the no-load funds 
...I .1 . . n,> -loud funds seek to Indiire rslstlng shareholders to purchase new shares 

,* ' h HiJ bmnne dividends and the capital gain dcinl.uiu.ns that they receire. Fre'pp. AW-JU4, 211-21. 
tuhii Many nieloud fund, also oiler volunlary accumul.tlua plans ” ’ 

■■ -'•Cv p. J), au|ira 
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Economies of size and mutual Jfunil complexes 

The relatively low expense and management cost ratios of the com¬ 
panies in the Brood Street complex in part reflect the management 
economies obtainable when such costs are spread among the assets of 
lho various funds served by the same advisory organization. Since 
all four companies in the Broad Street complex share Union’s operat¬ 
ing costs ana the compensation of their common officers in proportion 
to their relative asset size, even the $17 million Whitehall Fund, Inc., 
the smallest of the four companies, had a relatively low expense 
ratio—0.31 percent of average net assets in 1905. 

The economies of size in the management of the Broad Street com¬ 
plex are not peculiar to internally managed funds. They result from 
the fact that much of the investment advisory process—the general 
economic forecasting, the evaluation of particular industries, and the 
selection of specific stocks—undertaken for the management of one 
fund’s portfolio is also useful in connection with the management of 
the other funds served by Union. Although the various funds in a 
single complex usually have somewhat different investment objectives, 
their portfolios often overlap to n substantial extent. 

However, with respect to advisory fees, externally managed funds 
belonging to large complexes are generally treated as completely sepa¬ 
rate entities. AJthougli scaled-down fee schedules may reflect to some 
extent the economies of size in investment company management, 
they seldom give express recognition to these economies on a complex¬ 
wide basis. Of the advisers to the larger externally managed mutual 
fund complexes, only Keystone Custodian Funds, Inc., Waddell A 
Heed, Inc., anil National Securities A Research Corp. charge advi¬ 
sory fees calculated on the combined assets of more than one fund under 
their management. 

5. Use oj brokerage commissions to reduce management costs 

The relatively low expense and management cost ratios of the 
companies in the Bjoad Street, complex also are attributable to the 
substantial brokerage commissions paid by the companies to Seligman. 
The officers and directors of the investment companies who are 
partners in the brokerage firm derive substantial compensation from 
Seligman in addition to that paid directly to them by the investment 
companies. This compensation, however, only partly accounts for 
the relatively lower management costs of these companies. Even if 
the brokerage commissions received from the four companies by 
Scligiiittti were considered in evaluating the managerial costs of these 
companies, such costs would not rise to the level of the advisory fees 
typically paid to investment advisers by externally managed funds, 
bur example, the 1905 management costs of Broad Street Investing 
Corp , if increased by 60 percent of the brokerage commissions—the 
percentage of fund brokerage commissions which executing brokers 
commonly give to such other brokers ns the fund manager may 
designate ”—paid to Scligmun during that year, would have resulted 
in a management cost ratio of 0.18 percent of average net assets and 
hii expense ratio-of 0.27 percent. 

The use of brokerage commissions to pay for investment advisory 
services is common in the securities industry. Investment advisers 
who arc also broker-dealers often reduce advisory fees charged nonfund 
clients by u specified portion of the brokerage commissions generated 
" pp. i«-m. min. 
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by their nonfund advisory accounts or otherwise take them into 
account in setting advisory fee rates for nonfund clients. Moreover, 
the level of the minimum commission rates of the national securities 
exchanges is affected bv the fact that brokerage commissions com¬ 
pensate brokers not only for execution and clearing services but for 
investment advice and other services customarily provided without 
extra charge. 

In the mutual fund industry, however, brokerage commissions are 
seldom used to reduce the cost of investment advice. The majority 
of investment advisers are not affiliated with broker-dealers, and a 
large portion of the brokerage commissions generated by the mutual 
funds under their management is used to reward unaSitiated broker- 
dealers for sales of fund shares.* 1 

In some instances the funds’ investment advisers are themselves 
broker-dealers or are nffiliutes of broker-dealers who receive a large 
portion of the brokerage commissions generated by these funds. 
They obtain this business and retain the entire commission because 
of their relationship to the fund. Nevertheless, the advisory fees 
charged most of these funds do not reflect a sharing of any portion 
of the advisers’ profits from these revenues For example, in 1965 the 
Dreyfus Fund, Inc., paid approximately $2.4 million in brokerage 
commissions to its affiliate, Dreyfus A Co., a member of the New 
York Stock Exchange and oilier national securities exchanges. 
During that year the fund also paid its investment adviser, a corpora¬ 
tion wholly owned by Dreyfus a Co. for most of the year, nn advisory 
fee of $5.1 million at the rate of 0.50 percent of average net assets.** 

Similarly, since 1959 Insurance Securities Trust Fund has executed 
all of its portfolio transactions through its investment adviser, In¬ 
surance Securities, Inc. (“ISI”). The fund invests only in insurance 
and bank stocks. Tbeso stocks are traded almost entirely in the over- 
the-counter market where there Is no minimum commission schedule. 
However, the fund is charged commissions within the limits of the 
New Y- i ii Mock Exchange minimum commission rate schedule on 
its portfolio transactions. Despite this, the 1965 MAT fee rates of 
t^e fund are the same as those in effect prior to 1959 when ISI did 
not share in any of the brokerage commissions generated by the fund’s 
portfolio transactions. In its fw.il year ended June 30, 1965, ISI 
received from the fund $5.4 million in MAT fees and about $1.1 
million in brokerage commissions. 

In 19C5 IDS and Waddell A Reed, Inc., M formed broker-dealer 
subsidiaries which were adm tted to membership in the Pacific Coast 
Stock Exchange. These subsidiaries execute transactions in securities 
traded on the exchange for the funds in the complexes. They also 
do substantial amounts of Pucific Coast Stock Exchange business for 
brokers who execute orders for the funds on other exchanges. All of 
the net profits from the operation of its broker-deujer subsidiaries 
are credited by IDS against the advisory fees paid by the funds. 
Waddell A Reed, Inc., reduces the advisory fees payable by the funds 

" pp. 164-167. infn. 

•* Although llii* InvcNliticnl ndvUrr became A publicly held company !n October 1965, Dreyfus A Co. 
•till arrve* a» regular broker to the fund. 
u W -yldcli A It ted, Inc.. 1$ advisor to the fourth laryest fund complex. 
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Urtprinl. 1 "- 1 “ agCment by 50 percent of it8 broker-dealer subsidiary 

Both Waddell & Reed, Inc., and IDS act ns principal underwriter to 
the funds under their management. Shnres of the IDS funds are 
d.s nhuted exclusively, and those of Waddell A Reed. Inc 3!nS 
exchisixoj\, through their own retail selling organization* -athcr than 
throuph in.lepcndcnt bn.ker-dcaleni. While Waddell & Reed Inc 
and ID?, utilized brokerage to compensate broker-denlcrs for supple¬ 
mentary in\cat men t advice and other services, they have had Fittlo 
or no occasion to use it os extra compensation for sales of fund shares 

G. Changes in management cost*-Internally versus externally managed 

Although the expense* of MIT and, to a lesser extent, those of tlie 
companies in the Broad Street complex include a substantial amount 
of inanupena 1 compensation, 4hek_c^ense and manage men™™!: 
r uMos-nre significantly lower t ha n tho s eW-mm »T--v; r Hi p ^ ~ln~^s* 
T^aJT^ 

Mn' n . "i , 3 at R n S e —. supra, ranged from .0.34 percen t for 

Adihamdjuuui, Inc—almost double MIT’s 0 18 oerccht exilic 
- ^''/pyUii’lRflC cent for Capital Slm ros^TTTF^iLE!—^ x P® a “ 

1 he dispui ity between the expense raTmrsfthe 57 largest externally 
managed Rinds and those of Broad Street Investing Corp and MI^ 

<■ MBS irz S^l^^ssitsz S7£S 

pen cut of ratio of MIT in 1965. Even the 0.26, 0.24, and 0 23 percent 

nmonj: I lie 57 funds, umounted to about twice the management cost 

beb ‘" lhe 

-«,’«■ sir tasrs 

shall holdu lit cation and the pubiicilion of me V\ harion hfDoi t 
A measure of the disparity between advisory fees charged externally 
u ...ped funds in the absence of these pressures and tl!f management 
crisis of the internally managed funds can be obtained by comparing 
for a period prior to 1962 the changes in net assets eSen^ FS 

«ir3 1 ,T t |° St T 108 ° f 'I, 16 Broad Street companies a“d MIT 
mtli those of the lurgest externally managed funds. 
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price and to buy the same quantity of the same security at the same 
once on behalf of a designated buyer. A transaction of this type is 
known a* a cross . Each side to the transaction pays—and under 
the exchange rules must pay-a full exchange commission » 

A cross is nothing more than the formalization on the exchange 
floor of a transaction that lias previously been negotiated and as a 
practical niatter, effected elsewhere.” A small portion of the resting 
conmuss.on (usually about 10 percent) goes to the floor broker 
Hie balance is paid to the broker wno actually brought the parties 
together and he, in turn, pays an agreed portion to the over-the- 

Cr3 and /° r re Pj onn l'° n ly members whom his clients wish 
to benefit for services unrelated to the trunsuction. 

4- Impact of mutual fund reciprocal and give-up practice* 

The Special Study observed that "(rjeciprocity, or ‘doing business 
with people who do business with you,’ is an accepted custom of the 
business worid in general, and the securities industry is no exception.’’” 
The Study noted, however, that reciprocal business practices in thn 

chamcier ^ f AI» , h tUft ! br ' kera S e commissions taEe on a unique 
clmmcter. . Although the commissions are generated bv fund nnrifnlin 

»“"»» r P»id by lb, (t:nds, tl.eir Je™ XSpSSSS! 
for sales of fund shares benefits the aclviser-underw riteps and^he retail 
W n^i <d J U ^. shares ^ a,her ,llftn fund shareholders. 

Both the \\ harton Report and the Special Study qu&tioned whether 
fund brokerage commissions should be a factor in the competition 
for sales of fund shares. Suite the publication of these reports the 
increasing amount of brokerage commissions paid by the rapidly 
growing mutual fund industry, coupled with the absence of a vofume 
o institutioa* 1 discount in exchange commission rate schedules 

hmd ihri 6 l rcciprocal and pive-up practices in the allocation of mutual 
fund brokerage an even more significant factor in the compel ion 

lces a ilVl fUnd / hareS - reciprocal and give up prac- 

markets Fund draWn substan,,al voI L ume away from the primary 
markets. Fund managers appear to have placed greater emphasis 

on the use of brokerage commissions to compete for denier interest 
in promoting the sale of their funds’ shares, and denlers have become 
increasingly aw’are of, and have made greater demands for the extra 
sales compensation obtainable from fund brokerage ’ 

... ,\ a ] Use °J ^forage conmissions to benefit the funds 

fn, r i • "9 fidvisory fees.—As has been noted, subsidiaries of 
four adnser-underwriters tbut maintain their own retail sales forces— 

iTc wLdZil U r R 0f , ll , ,e lHrpes 1 t ’ ^vestors Diversified Seruccs. 
,i adde , Reed >. Inc., mid Channing Financial CorD ” «s 

of lm Pa e cific l r r l T^ nU [ F r! mU . H ' ift l Sarvicea ’ Inc -— 11 re now m^bers 
nrrtl ° r ,t C V 0ft ? fc i5toc ^ Exchange. 7 * These subsidiaries execuie 
orders for the funds on the Pacific Coast Stock Exchange * More 

mi.«»\oQ ll<n0 ; •“ dreun ’““~' «« ••''■“I- ».r. paired their member. „ chnum each „de . full «m- 

Amei u aeu” n0t p * cullsr 10 ,h * lon&l «iclian»e». They are eery Important on ihe NYSE and on lb. 
"Sla-rlal Study, pt 4, 2J3 

„ r , H r l*ort 3J. Special Study. p|. 4. 729, 233-233. 

< ^*!’nc*\ f | , run.kr»r 0 ||^r n <5Thr r!md,“n U,e^me“ n r'hT ^ To,ri «'.Inc., Ihe adelier l». 

^ u * »' cha^cV, n2 brok • , " , *•'* , wh,c " 

Co, S adden * R~l, 

financial Serelcaa. Lne Imperial Securities. Inc. *° C *’ Em tl A - L “ ,4ln Co., Inc., and Imperial 
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important, however, they obtain a considerable amount of nonfund 
iii'iness from broker-dealers who are dual inombcrs of the lacihc 
Coast Stork Exchange and other cx;hiuiges in return for fund bro¬ 
kerage business on other exchanges, primarily the N 1 SL. All the net 
nrolits of IDS’s subsidiary and about 40 to 60 percent of the net 
Lrolits of Wa«ldell & Heed’s and of lmpcnul l nmncial Services 
subsidiaries have been applied to reduce advisory fees payable by 

the funds in those complexes.•' ... , . . 

Widespread emulation by institutional investors of tho precedent 
set bv these four complexes could have a marked effect on toe or- 
comics of the securities industry. Within the framework of tuo 
existing commission rule structure it is a method whereby mutual fund 
shareholders cun derive greater benefits than they have heretofore 
received from fund brokerage coir missions.V However, among ' ealer- 
distributed funds the important role tliut portfolio brokerage nlays 
in the competition for dealer favor has kepUmi dmuirngcni, with low 
exceptions, from using exchange memberships to reduce costs of the 

^Similar competitive factors have also operated against the use, for 
ihe benefit of the funds and their shareholders, of regional exchange 
rules permitting give-ups to any member of the N ASD on transactions 
executed on tiiose exchanges.Vit would not be inconsistent with 
those rules for dealer-distributed funds to direct give-ups to their 
adviser-underwriters, all of whom are NASD members, for the purpose 
of applying these give-ups to reduce the advisory fees payable by the 
funds Unless nnd until such proccdiues become widespread, any 
ndvi-cr■ underwriter to a dealer-distributed fund who cnose to utilize 
fund brokerage in this manner would place itself at a disadvantage in 
competing for the interest of nonmember dealers m selling the fund 
shares which it distributes. \ 

(ii) Allocation oj brokerage commissions between sales ana services. 
The allocation of fund portfolio brokerage to reward dealers for sales 
of fund shares is frequently justified on the ground that, given the 
present exchange minimum commission rates, the funds can derive no 
other benefit from their brokerage. However, the longstanding 
practice of the Broad Street Complex « and the recent actions ol JUb, 
Waddell & Heed, Inc., and Imperial Financial Services, Inc., with 
respect to their brokerage business belie that assertion. Moreover, 
as noted above, advisers to most mutual funds allocate varying portions 
of fund brokerage commissions to pay broker-dealers for pricing 
services with respect to fund .-.hares, wire facilities, and supplementary 
investment advisory services. Although funds nnd their advisory 
organizations may differ in their need for the services broker-dealers 
supply in return for brokerage commissions, the need to use broke~ige 
to stimulate the sale of fund shares may tempt a fund adviser .0 
skimp on the allocation of fund brokerage for nonsales services. His 
interest in promoting sales of fund shares and the importance of 
brokerage commissions as compensation for such sales make it difficult 
for an adviser to reach that judgment solely on the basis of the interests 
of tho fund and its shareholders. 

•i ciifinnlnit FUunela! Coin baa nol yrt declared whether and to -hat relent. the tunda raanafad by It 
will rclltc Mvnua duiri profit. mad. by III aubstdiaiy from e»chon*c «muiil$*tout 

«At". the ! nd Kadi could farm a l.rulcrt-d-alrr alllth.. to ..h u crHild djrrtl ^yry^. 

It thi. course wire fallow ml and 110 luud now docs so—(lie (ire up* would mure to the direct beoebt oltlia 
fund's shaft lioKW-rs 

• Sec cli. 111. |»p. I Oft-108, supra 
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fund reciprocal and give-up practices lias confirmed and emphasized 
the problems rnised r>y the Whn-ton Rcpc-t and the Special Study. 
Since this report denis lurpcty with mutual tunds, it has discussed use 
of mutual fund brokerage us additional sales compensation primarily in 
terms of its impact on funds and their shareholders. It should bo 
emphasized, however, that other institutional investors employ 
similar techniques. Apart from the purposes of, and impnet on, 
such investors, the Commission is of the view that certain aspects of 
these practices, particularly the customer-directed givc-up, impair the 
orderly and proper functioning of the securities markets themselves. 
(J) Cuatomrr-directtd givt-upa 

In the over-the-counter markets, where brokerage costs are subject 
to negotiation, give-ups of commissions to brokers who perform no 
necessary function in connection with a transaction have long been 
recognized as improper and illegal. Give-up practices have been 
tolerated in the exchange markets only because brokerage costs are 
fixed by the exchange minimum commission rate schedules. Thoy 
have become widespread because these schedules have not distin¬ 
guished between largo or small orders and the services sought by or 
provided to large institutional investors. 

r Exchange give-up rules may have been originully designed to provide ) 
for a reasonable sharing of commissions umong those who combined 
to perforin services for customers through traditional correspondent 
relationships. However, mutual fund give-up practices are wholly in¬ 
consistent with this purpose. They permit mutual fund managers 
to distribute the commissions that the funds pay among securities 
firms which have nothing to do with the transactions on which the 
commissions are earned and for services which ure of little or no 
relevance to the interests of the funds’ shareholders. \/ 
Customer-directed give-ups raise questions os to the propriety of 
the commission rate schedule itself. Assuming that a'minimum com¬ 
mission schedule is necessary and appropriate to effective and efficient 
operation of an exchange, the commission rate structure should be 
designed to compensate brokers fairly for the services they perform 
and to provide equitable treatment lor various classes of customers 
whose use of exchange facilities is basically similar. As existing ex¬ 
change rules recognize, it should not give direct or indirect discrimina¬ 
tory rebates to particular classes of customers. 

Mutual fund give-up practices are inconsistent with these principles. 
c^i-They create rebates not to the brokerage customer, the fund itself, 
but to its managers who are in a position to direct the fund’s brokerage 
to maximize sales of fund shares> Moreover, the availability of such 
rebates creates distortions and artificial devices iu the securities 
markets. Give-up practices may facilitate a wider distribution of 
fund brokerage, But in the process they interfere with the orderly 
functioning of the markets, the effective execution of customer orders 
and the channeling of competitive forces for the benefit of public 
investors, and, as lies been noted, they have other undesirable effects 
on the rnutuul fund industry. 

The give-up is the principal device whereby fund managers are able 
to channel brokerage commissions to large numbers of dealers in fund 
shares who do not and are not in a position to perform anv useful or 
necessary function in connection with the transactions on'which tho 
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Ktfl, in accor dance with the Keogh Act, to create 
a retirement fund, with the tax benefit* provided 
in tV Ac:, to help provide for tlic future security 
of participants. Detailed information and forms 
available on request. 

Systematic Cllhdrawal Plan 
Tbe Systematic Withdrawal Plan i* designed 
primarily to supplement social security and other 
retirement funds, by periodic payments from In¬ 
vestment income and the orderly withdrawal of 
capital funds. U may provide regular payments 

• for other purposes, such as education or support 
of dependents. The Pian cau be started as soon 
as you own shares valued at SI0,000 or more. 

The Fund tends you a check monthly, quar¬ 
terly or at any interval you designate on the form 
nly enough shares are redeemed to meet with- 
'"'Tfrawals. It should be made clear, since the 
Fund’s objective i* growth °‘ investment capital 

• primarily "through capital gams rather than from 
dividends or interest, iha: periodic paymen's 
un ^f ibi* Plan arc expected to coma primarily 
from capital sources. Such payments will come 
first from any net income which may be almost 
incidental, second from any distributable capitm 
gains and finally, in the event that ao capital gains 
tave been distributed in any particular year (for 
example. 1963), will come as a return of the in¬ 
vestor’s paid-in capital. Since for some investors 
capital gains are taxable at lower rates than divi¬ 
dend income, the possible aavantage or disaevaa- 
Uge to the individual investor of spending capital 
gains, rather than income only, should be care¬ 
fully weighted in the light of his own particular 
income tax situation. 

The Systematic Withdrawal Plan does not im¬ 
pose any special service charge to Plan Members 
for using this convenience. Bant service charges 
on withdrawals arc paid entirely by the Funo’s 
Investment Adviser. 

Under this Plao, dividends and capital gains 
distributions, if any, arc reinvested for the share¬ 
holder by The Bast oi New York. To the extent 
that withdrawal payments exceed investment in¬ 
come they, of course, represent return of capital. 


Since the Periodic Investment Plan provides for 
accumulation of capital, and the Systematic With- 
drawal Plan is (or regular payments (tom capital, 
the two programs may not be carried on simul¬ 
taneously by the same investor. 

A Systematic Withdrawal Plao may be termi¬ 
nated at any time and the mnou.it of systematic 
withdrawals may be changed from time to time. 
Withdrawals may be in any amount oi S2a or 
more. In most circumstances it is wise to limit 
total yearly withdrawals to not mote than 51.300 
for each S 10,000 of starting value. (This would 
be 3100 per month, S300 per quarter, on an 
account with a starting value of SI0,000.) It 
should be realfccd that payments requiring share 
Louidstion reduce the capital invested, and ’hat 
this occurs more rapidly when Fuad shore prices 
arc lew than when they aro high. A Periodic 
Investment Plan can be started now to build up 
your capital over a period of time prior to estab¬ 
lishing a Systematic Withdrawal Plan at some 
future date. 

Determination of Net Asset Value 

For the purpose of determining the public offer¬ 
ing, repurchase or redemption price of shares of 
the Fund, the nut asset vaiue is determined once 
daily as of the close of business on the New York 
Stock Exchange, 3:30 P.M. New York time. 
Securities traded on a national securities exchange 
are valued at the last sales price prior to such 
time on the day when tne valu.v.ion is made. (1) 
Where there has been no sale ol a listed security 
on the valuation day, and (2) where the security 
is traded ovcr-tbc-countcr, the security is generally 
valued at the mean between the bid and asked (or 
nearest eighth bclo-.v die mean) pursuant to the 
provisions of the Fund’s Ccrtif.caie of Incorpora¬ 
tion and authority given to the officers by the 
Board of Directors. The Certificate of Incorpora¬ 
tion provides that where there has been no sale oi 
a listed security on the valuation day or where the 
secuiitv is traded over-the-counter, the security is 
valued at the last currect quoted bid price, or at 
a price cot exceeding any current avked price rep¬ 
resentative of fair market value, where there is no 
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Determination of 
Net Auet Value—(Continued) 

such bid price or where such bid price docs not 
appear rcpre>i.mati\c of fair market value, all as 
determined by the Board of Directors or pursuant 
to their authority. Tito Board has given the officers 
authority (1) where there has been no sale of a 
listed security on the valuation day, and (2) 
Where the security is traded over-the-counter to 
value securities at prices not exceeding any cur¬ 
rent asked price if in their judgment the current 
bid price docs not appear representative of fair 
market value, such valuation to be between the 
last current quoted bid price and the Inst current 
quoted asked price. Such price is effective for 
orders received after 2:00 P.M. that day and 
remains in effect until 2:00 P.M. on the next 
business day. 

The net assets of the Fund are computed by 
deducting total liabilities from total assets. Tr.e 
net asset value per share is ascertained by divid¬ 
ing the net assets of the Fund by the total number 
of shares outstanding, exclusive of treasury shares 
and shares tendered for redemption the redemp¬ 
tion price of which has been determined. Adjust¬ 
ments for fractions ore made to the nearer cent. 

Redemption of Shore* 

Shareholders have the right to obtain redemp¬ 
tion of their shares by the Fund. Tho Fund is 
required, within seven days following tender of 
the shares and demand in writing for redemption, 
to pay the lio.dcr the net as»ct value per share 
determined os of the close of business on the day 
following such presentation of the shares. 

Shareholders bolding certificates should teodcr 
them along with the redcoipuon demand. Share¬ 
holders whose shares arc held in open accounts 
with Tne Bank of New York need only transmit 
tl-eir demand in writing. No signature guarantee 
is required on the stock certificates or written 
Instructions unless the redemption proceeds are 
to be paid to someone other than the registered 
owner of the shares, io which case the guarantee 
should be by a bank, or trust company in. or 




having a correspondent in, New York City, or by 
a member of the New York Stock Exchange. 

It is advisable that a shareholder should not 
send a redemption request directly to the Fund's 
office u time may be lost which could be saved 
if the written demand (and tender of certificates, 
if held) wrre made directly to tho Corporate 
Agencies Department, The Bank of New York, 

P. O. Box 1S73, New York, N. Y. 10008. 

When a shareholder sells his stock, its value . 
nuy be more or less than its cost, '"pending uport 
the market value of the Fund's portlolio. Approx¬ 
imately 32.1% of die net asset value of the • 
shares as of December 31, 1965 represents un¬ 
realized appreciation. Net gain on the sale of 
securities when realized and distributed (actually 
or constructively) is taxable as capital gain. If 
the net asset value of shares were reduced bclo- 
a shareholder's cost by distribution of gain-' 
realized on the sale of securities such distribution 
would be a return of investment though taxable 
as stated above. 

If the Board of Directors shall determine that 
it is in the best interest of the remaining sliaro- 
holdcrs, the Fund may pay the redumption price 
in whole or in part by a distribution o' securities 
from its portfolio, in lieu of cash, taking such 
securities at the same value used tor determining 
net asset value, and selecting the securities in such 
manner as the Board of Directors may deem fair 
and equitable. 

In accordance with the Invcsuuem Company 
Act of 1940, redemption privileges may be sus¬ 
pended for any period during wh,;h die New 
York Stock Exchange is closed. Under such Act 
and as determined by rules and regulations of the 
Securities and Exchange Commission, redemption 
privileges mr.y also be suspended for any period 
during which tradin; on the New York Stock 
Exchange is restricted, or an emergency exists as 
a result of which disposal by the Fund of securi¬ 
ties owned by it is not reasonably practicable or 
it is not reasonably practicable fairly to determine 
the value of its net assets, or for such other 
periods as the Commission tray by order permit 
for the protcctioa of the shareholders. 


[ 10 ] 




;i 5 


0628 


American Investors 

Fund, iNc r - 

88 Reid.Point Rond, Greenwich, Conned'' V - 


Mail add rest P. O. Box 2500 

PROSPECTUS, MAY 1, 


The Fund . . 

* • • • • 

Objective.• 

Investment Policy . . 

Investment Restrictions 

Tax Status. 

Distributions . . 

No Sales Load . 

Hov’ to Buy Shares . 

No Minimum Purchase 
Management—Officers and Directors 
Per Share Income and Capital Changes 
Investment Advisory Contract 
The Bank of New York 
Plans for Reinvesting . . . 


TA3LE OF CONTENTS 

Page 


2 

2 

2 

3 

3 

4 
4 
4 
4 
4 

'i 

7 

7 

7 



Self-Employed Retirement Plan (Keogh) 
Systematic Withdrawal Plan . 
Determination of Net Asset Value 
Redemption of Shares . 

How to Redeem Shares 
Reports to Shareholders 
Brokerage Commissions 
State Qualification 

Litigation. 

Capitalization 
Non-Cumulativc Voting 
Financial Statements 
Opinion of Independent Accountants 
Assumed Investment of $10,000 in Ameri¬ 
can Investors Fund 


7 

8 
9 
9 

10 

10 

10 

11 

11 

12 

12 

12 

14 

19 


there ,s no sales load on UNDERWRITING commission. 

The Subscription Price I, the * ct As5et Val| , e ^ ^ 

there is no redemption fee. 

The Redemption Priee i. the Net A„e. Vow'per Shore. 

J7,e Securities Commi.tion retire the 

following statement on the front r over of „ C 

THESE SECURITIES HAVE not BEEN M^nZrL />rr "“ : 

SEcum-m and exchange cwvAll A ?i< , ? a « ,v,ipvED m TIIE 

PASSED UPON THE ACCURACY OR\i !■«,.^ ri,E COMMISSION 
any nSPHESENTATION TO THE CONTlffi 






















.i 53a 


0828 10 

How lo Redeem Shares 
All redemption order* must be made in writ- 

>2. SharehnlH:'r« u imm »i. M __. ... 


. cw . - 4 maac ,n Wit- 

ing. Shareholders whose shares are held in open 
accounts with The Bank of New York should 
send their written demand directly to the Bank. 
The redemption demand must be signed exactly 
n accordance with the form of registration and 
the account number should be included to avoid 
delay. If shares arc owned by more Jlym one 
person, the redemption demand must be signed 
by all owners exactly as their names appear in 

must^end r harCh ° ldCrS h ° ,ding ccrtifi cates 
must tender (deliver) them along with their 

signed redemption demand. No signature fiuar - 

a..tee is required on the stock certificates or on 

written instructions except, in the case of stock 

certificates, if redemption proceeds arc to be paid 

sh/r 0mC ,? nC ° thCr tha " thc re £' stercd o*ncr of (he 

cornel • gUara I! teC Sh ° U,d b = b >- a ba " k or trust 
companj in. or having a correspondent in, New 

Smct E«h' a „% y * mCmbCr °' 

It is advisable that a shareholder should not 
send a redemption demand directly to the Fund s 
office as time may be lost which could be saved 

■ ~ dC T d (3nd ,Cnder of cer, ‘ficntes 

York UT d ' reC,ly ‘° Thc Bank of New 
294 ,c FUndS Dc P’' rlmcn f; P. O. Box 

1000S■ Ct Sta ' i0n; New York - N. V. 

TcL;;rr Am - rican *•"•» ^ - 

Report* lo Shareholders 

th^ r P °T S, !°' Vi " S t!,C fmanciaI condition of 
v und ana a list of alt security holdings are 
sent to shareholders each quarter. 

Brokerage Commissions 

. ™ C r rund P latcs ^ers for transactions in 
portfolio securities with brokers or dealers p ro - 

avaibbie C T TT *** and 

pr<,mp,nc " m «-ST 3 

oruers at nun,mum commission rates and 

ZZ, ' c T ns » ^* 2 ? 

L,- »L , A 5 r* bn>xn **». 

th' Fu id n \ pr0vidcd ,,al l ,,u! information to 

h ire? ! ° aMiS,Cd ,,rc »>c of Fund 

sln.rcs, arc given preference (will,out agreement 
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» t° do) in allocating brokerage business but 

or o 2 .T pri “ « «£ 

ha! n o P u CnCC wcrc given - the Fund would 

Helnf P . i f 53mC an,0um of commissions. 

Helpful information obtained from brokerage 

da!“ ; o nV t ! VCS , accurate quotations and 
data « to the size of the market; newly obtain¬ 
able data on money statistics, earnings proicc- 
loiis, dividend prospects; probable sellouts 
mergers, consolidations, and liquidations; general 

rcceVy'Se/ 1 ! T'™ ° f Shares ’ b,ocks 

recent y traded or to be traded, who the buyers 
and sellers are believed to be, and other informa- 

momcnt.t° ^ ° f ^ markc ‘ “ * P a ^ular 

Brokerage commissions of $387,000 were 

Fund’s n ? e ,. Fund 0n P urchases and sales of the 
Funds portfolio securities in 1965 $551 aav n 

***■- s i | ’ 99! ' 037 * 

965 F S26 ap | rOTim!l " l >' 5247,000 in 
„ ’ S26I.9J3 in 1966, and S935.9G6 in J967 

as paid to brokers who provided helpful infor- 
ai ? d approximately $140,000 in 1965 
S-89,/55 m 1966, und $1,059,121 in 1967 a! 
patd in connection with thc sale of Fund sha’rcs 
Included in the above amounts allocated for hclp- 
ful information and sale of Fund shares is 
brokerage commissions of $13,321 paid in 1965 

Vihs X i-H "\ 1966> and 523,936 in 1967 to 
Vilas & Hickey, the wife of a registered reoresen 

"Z? Uhid ‘ firn ‘ owncd 63 of the Noting 
nd o her securities of the adviser. Without know 

«ng what the results would have been absent thc* 
he pful information, the Fund knows of no way to 
determine thc approximate value of the helpful 
information obtained. lp,u 

Helpful economic information rclalimr to 
particular investment situations, received bv the 
und, is generally unsolicited and oflered bv a 
broker to stimulate business. It is , ilc .' 3 
of live Fund upon receiving such helpful j,!'' 

information to ,ts investment adviser for v -r r 
non and opinion as 10 validiiv. arcunev ™ , 
furihcr research and revommemiati.! .?[ 
desirability of acting upon such information T| 
involves work by the adviser vvi,|, r ln 1 f 
The information iBelf. (or nhich (I,.- I 
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How lo Redeem Share*—(Continued) 

ceptcd. Shareholders whose shares are held in 
open accounts with The Bank of New York should 
send their written demand directly to the Bank. 
The redemption demand must be signed exactly 
in accordance with the form of registration and 
the account number should be included to avoid 
delay. If shares are owned by more than one 
person, the redemption demand must be signed 
by all owners exactly as their names appear in 
the registration. Shareholders holding certificates 
must tender (deliver) them along with their 
signed redemption demand. No signature guar¬ 
antee is required on the stock certificates or on 
written instructions except for redemptions ex¬ 
ceeding $5,000 or where proceeds are to be paid 
to someone other than the registered owner of 
the shares; the guarantee should be by a bank or 
trust company in, or having a correspondent in 
New York City, or by a member of the New 
York, American, Pacific Coast or Midwest stock 
exchanges. 

It is not advisable that a shareholder send a 
redemption demand directly to the Fund's office 
ns time may be lost which could be saved if the 
written demand (and tender of certificates, if held) 
were made directly to The Bank of New York; 
Mutual Funds Department; P. O. Box 11001; 
Church Street Station; New York, N. Y. 10049’ 
Attention: American Investors Funds, Inc.—’ 
Redemptions. 

Reports to Shareholders 

Reports showing the financial condition of 
the Fund and a list of security holdings are 
sent to shareholders each quarter. In addition 
mailings making available voluntary low-cost 
insurance plans are made from time to time at 
no expense to the Fund. 

Brokerage Commissions 

The Fund places orders for transactions in 
portfolio securities with brokers or dealers pro¬ 
viding the most favorable prices and executions 
available. Speed and accuracy in obtaininc 
market quotations, promptness in execution of 
orders at minimum commission rates, and 


prompt reporting of executions are absolutely 
essential. Among such brokers and dealers 
those who have provided helpful information to 
the Fund, or have assisted in the sale of Fund 
shares, arc often given preference (without agree¬ 
ment so to do) in allocating brokerage business 

ut not at any sacrifice in price or execution. Re¬ 
gardless of such preference, the Fund will endeavor 
to place orders so as to maximize total proceeds 
on sales of portfolio securities and minimize ihc 
otal cost on purchases. In connection with Over- 
the-Counter transactions, the Fund deals directly 
with market makers, except in instances where the 
Fund behoves better prices and executions arc 
available elsewhere. 

Helpful ir..jnnat'on obtained from brokerage 
sources involves quick, accurate quotations and 
data as to the size of the market; data on money 
statistics, earnings projections, dividend pros- 
pects; probable sellouts, mergers, consolidations, 
and liquidations; general tape action, with volume 
of shares, blocks recently traded or to be traded 
who the buyers and sellers are believed to be and 
other information as to the state cf the market at 
a particular moment. 

Brokerage commissions of S3.122,160 were 
charged to the Fund on purchases and sales of the 
hinds portfolio securities in 1968, $2 489 281 
m 1969 and $2,059,234 in 1970. Of such 

«noo fS ,<-, tne FUnd a,,0Cated approximately 
?^.457 ! n J968, SI,196.059 in 1969 and 
$1,108.667 ui 1970 to brokers who provided 
he.pfuJ information, and approximately $ I 099 - 
703 in 1963. $1.293,222 in 1969 and $950 567 
in 1970 for help in the sale of Fund shares. 
Included in the above amounts allocated for help¬ 
ful information and sale of Fund shares arc bro¬ 
kerage commissions of $44,537 in 1968. $39 no 
in 1969 and $83,308 in 1970 to Vilas & Hickey 
(the wife of a registered representative of which 
firm owned 6.3% of the voting and other securi¬ 
ties of the adviser). Without knowing what the 
results would have been absent the helpful in¬ 
formation. the Fund knows of no way to deter¬ 
mine the approximate value of ffic helpful infor¬ 
mation obtained. Sec under "Investment Policy" 
for portfolio turnover during 1968-1970, inclusive. 
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o. American Investors Fund, Inc. 
* 

TSOTICE AND PROXY STATEMENT . 

* •* 

• • ' *■■■■ 1 1 ,1 ■ ’ — \ 

Notice of Annual Meeting of Shareholders 
’ id he held July 18,1972 


• # . * 

To tlui Shareholders: ' 

• • 

PI-EASE TAKE NOTICE that the annual meeting of the shareholders of American 
Investors Fund, Inc. will be held on Tuesday, July 18, 1972, at 10 JO o’clock A.M. in the 
*^ r ew Orleans Room at the Showboat Inn, 500 Steamboat Road, Greenwich, Connecticut for the 
following purposes: . . # 

1. to elect directors; 

• • • o • 

2. to consider and act upon a proposal to approve the terms of a new Investment Advisory 
Agreement, as set forth in the enclosed Proxy Statement; 

3. to ratify or reject the. selection of Price Waterhouse & Co. as auditors of the Fund 
•• for the year YJ/2 ; and 

4. to transact such ether business as may properly be brought before the meeting. 

* 

Only shareholders of re?“d at the close of business on May 30, 1972 are entitled to notice of, 
and to vote at, the Meeting. • . * 

Shareholders r.rc rcOTWlcd to tpeclfy their choicee, date muf sign the enclosed proxy 
•nil return in the reply envelope to wliicb no postage need be affixed if mailed in the 


iViltd 


Stales. 


J^s C. 1972 


By order of the Board of Directors, 

• ” 

• Douclas M. Cram, 

Secretary. 


,4 . 

9 -» * ' 

. * * 4 4* 












%1 ' . JPROXY STATEMENT^ . . . . - * $ 

Thh Proxy Statement is furnished to shareholders of American Investors Fund, Inc in 
connection with the solicitation of proxies to be used at the annual meeting of shareholders of the 
Fund This meeting will be held on Tuesday, July 18, 1972, at the time and place and for the 
purposes set forth'in the accompanying Notice of Annual Meeting or Shareholders. The solicitation 
b made by the management ot the Fund and the cost of solicitation will be borne by the Fund. 

lithe enclosed form of proxy is executed and returned, it may nevertheless be revoked at any 
time before it is exercised. The darts represented by the proxy, it not limited to the.coatrary, will 
be voted for the election of directors su)d in favor of proposals 2 and 3. II a choice is indicated, 
the shares will be voted in accordance with the specifications so made. * . 

* The number of shares of Capital Stock of the Fund issued and outstanding, as of May 30, 1972, 
was 37186.3S0. Each share is entitled to one vote. Only shareholders of record at the dose of 
business on b.ay 30, 1972 will be entitled to vote at flie meeting. 

Election of Directors . ' * C “ ' . ' " • _ ; 

• The proxy will be voted for the'election of the following directors to hold office until the next 
annual meeting and until their respective successors have been elected and qualified: 


. First 
Auw ■ 
Biftlor 


Share* 

fUKtcially 

WV7I 


H w>t. Prisefral Occupation tr tm?icyr.ant * W1* t<r b/l/72 

George A. Chestnutt, Jr., President of the Fund; President of Chestnutt • 

Corporation (Investment Adviser to the Fund).... . «*» 

John Currier, President, Fomifit Rogers Co., women s apparel manu- 

facturer 1.......... 

Fxank G. Fowler, Jr.. Secretary and Treasurer of Fowler Engineering 

* Corp.,anunidpal engineers and title surveyors....... lwa 

Warren K Greens, Vice President of the Fund; Vice President of Chest- ; • 
mitt Corporation; President of Chestnutt Management Corporation,. 

investment counselling subsidiary of Chestnutt Corporation. 1966 100 

Stanley Law Sabel, Employee of Chestnutt Corporation. ; .... * 1957 - 5,980* 

Wii-lias^A. Semmes, Retired. . . "(jj- 

Eugene A. Ulrich, Assistant Controller, American Airlines. 1971 . 

Francis L. Veedcr, Retired, managing own investments.... 1962 • ., 406 . 

Not®* - - 

• Indudintr S000 shares owned by Mr. Chestnutt’s wife, Sara' M. Chestnutt, and 2,326 
sharbs owned by Mr. Sal»d*s wife, Elizabeth C. Sahel, including two trusts of which she is 
trustee and has reversionary interests. No person owns of record or beneficially more tlia.i 
one per cent of the outstanding voting securities of the hund. 


100 

5,980* 

100 

180 

406 
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/Ail M the nominees are now Directors of.the Fond, elected by a vote of security holders at the 
.4 meeting. held on August 3,1971, for wiiicfc proxies were solicited, in the event that any of the 
ove nominees should be unable to serve by reason of death cr other unexpected occurrence, those 
shaft act as proxies wQl vote the proxy according to their best judgment 

Putin* 1971 tlie Fund paid remuneration, including directors' fees, to its directors and officers 
^regaling $15,750; also Sutton, Saoei and Schupp, of which Stanley Law Sabel, a director of the 
nail, is a partner, received $12,O0Q during such period for legal services. 


"wruriltr* of the Investment AJviser 


9 • • * • • 

The Invetfmcnt Adviser, Chestnut! Corporation, has outstanding $140,800 of 6% Serial Income 

ami IPS.592" siiares oi Common Stock as of May 31, 1972. George A. Chestnutt, Jr. owns 
shares (47.1%.) of Common Stock. Stanley Law Sabel owns $24,000 principal amount 
•IJjOJm) Oi* Bonds and 30,869 shares (16.4%) of Common Stock. George A. Chestnutt, Jr. and 
'•taijlrjr Law Sabel as trustees of a trust created on April 4, 1965, for members of Mr. Chcstnutt’s 
•aesily and of which he is remainderman, hold $34,000 principal amount (24.2%) of Bonds. John 
lanierowns$2,800principal amount (2.0%) of Bonds, and2,200stares (1.2%) of Common Stock. 

• Warren X. Greene owns 915 stares (0.5%) of Common Stock. G. Peter Mumtach owns 237 stares 

• *41%) of Common Stock. Vilas & Hickey received $36,481 in brokerage commissions from the 
j find in 1971, and the wife of a registered representative of such firm owns $S,000 principal amount 

•5J%) of Bonds and 11,970 shares (6.3%) of Common Stock. In addition, pursuant to the 

Chestnutt Corporation Stock Option Plan adopted in 1969, the following officers of the Fund hold 

ftiww covering the shares set forth after their names: Warren K. Greene (4,000), G. Peter 

llcml.a;h (500^, _ndDougIas M. Cram (200). As owners of securities of the Investment Adviser, 

Cke»tiiutt Corporation, George A. Chestnutt, Jr., Stanley Law Sabel, John Currier, Warren K. 

I 4 **"*. G. Peter Mumtach and Douglas M. Cram have an interest in the Investment Adviser and 

* the proposed new Investment Advisory Agreement referred to under “Approval of the Terms of • 

••*w Advisory Agreement.” ^ 

• • * 

kfwrmutlnn Pertaining to Investment Adviser 
Investment Advisory Agreement 

jv ? un:l cn ’ crcd into if* present advisor)- bgrcement with Chestnutt Corporation, 88 Field 
. *'* Koa<l. Greenwich, Connecticut, following approval of the agreement by the shareholders at the 
^^.ecting held on August 3, 1971. George A. Chestnutt, Jr. is President and principal execu¬ 
te oraccr of Chestnutt Corporation and Warren K. Greene is Vice President George A. 

Jr., Stanley law Satal, Warren K.*Grcc:ic and Clcndon H. Lee are the Directors of 
~v».r.ntl Corporation; the address of Messrs. Chestnut:, Sabel and Greene is SS Field Point Road, 
•wau.i, Connecticut; and the principal occupation 6i Clcndon II. Lee is general practice of law. 







• ° * t# t • ■ 

The advisory agreement is in effect for two years from .September 1, 1971, unle_*f cancelled by either * 
party on GO days'notice. . * • 

♦ ' • 

The fund’s Investment Adviser, Chestnutt Corporation, owns and occupies an office building 
at 88 Field Point Roaid. GreenwicH. Connecticut, where it provides office space and related services 
to the Fund pursuant to the Investment Advisory Agreement between the Fund and Chestnutt 
Corporation. Chestnutt Corporation was incorporated*in the State of Connecticut in 1965, and 
succeeded the prior investment Adviser of the Fund in 1966. However, personnel and equity owner¬ 
ship of Chestnutt Corporation is substantially similar to that of its predecessors, who have managed 
and promoted the Fund since its inception in 1957. Chestnutt Corporation is the publisher of 
American Investors Service, a technical weekly market service. Chestnutt Management Corporation, 
a iwholly-owned subsidiary of Chestnutt Corporation, manages individual and institutional invest¬ 
ment accounts. • •••«.*• * . 

The Investment Advisory Agreement provides that it cannot be amended, assigned or pledged, 
and shall automatically and immediately terminate in the event it is amended, assigned or pledged. 
The Agreement provides for fees, calculated on the basis of net assets, determined quarterly wliidh • 
on an annual basis amounts to 0.8% on the first S50.000,000 of net assets of the Fund, 0.6% on the 
next $50,000,000, 0.4% on the next $200,000,000, £.35% .on the next $200,000,000, and 6.3% on 
net assets in excess of $500,000,000. The annuai fee is nofmore than an amount which will result in 
total charges per annum to the Fund, inclusive of the fee of the Investment Adviser (tut exclusive of 
interest and taxes), of 1% of the value of the Fund's average monthly net assets for any year. The 
Adviser is required to render research, statistical, and advuiofy services to the Fund; to make specific 
l^commendations based on the Fund’s investment requirements; to provide office space and all 
necessary light, heat, telephone sendee and office equipment; and stationery, stenographic, clerical, 
mailing and messenger services in ccnne tion with such office; and to pay the salaries of all of the 
Fund's executives, and to cay all promotional, travel, and entertainment expenses relating to Fund 

sales. For 1971, $1,243,301 was paid by the Fund to its Investment Adviser, Chestnutt Corporation. 

* • • • 

As a Result of amendments to the Investment Company Act enacted by Congress in 1970, the 
present advisor) 1 agreement wiil continue in effect for two years from September 1, 1971 and there¬ 
after only«so long as it is approved at ieast annually by a majority of the Directors who are neither 
parties to such contract nor "interested persons" (as defined in the Investment Company Act of 
1910, as amended) of any such party, and either'(a) the Board of Directors of the Fund or (b) by 
• vote of holders of a majority of the outstanding sliarcs of the Fund. i 


Approval dl the Terms of New Advisory Agreement 

The new Investment Advisory Agreement is identical with the Agreement described *above 
except tliat it provides for an initial two year term commencing on September 1, 1972. If approved 

4 ’-. ' • * 








:• ' J * \ . . I 6 C a 

r I • • • . 

' V/a majority vote of ihareholders, the neV Agreement will be substituted for the Agreement cur* 

• irntly :n effect. The proposed new Agreement appears as pages 13-16 of this Proxy Statement. 

• Approval of the new Investment Advisory Agreement could, to tnc extent deemed appropriate by 

• defense counsel, be used as a defense in the Fpgcl Litigation described in this Proxy Statement at 

i pages 7 and 8. * 

! • To be adopted, the new Agreement must be approved by a majority of directors who are 

? wcA parties to such Agreement or interested persons of any such party and must be authorised by 
i • ro’.t'oi a majority.of the outstanding shares of the Fund: by definition contained in the Invest- 
! mtirt Company Act of 1940 this means a vote of (a) holders of 67% or more of the shares of the 
I Fund present .if holders of more than 50% of the outstanding shares of the Fund entitled to vote 
■» at tl;$ meeting arc present in person or by proxy, t»r (b) holders of more than 50% of the out- 
| standing shares of the Fund entitled to vote at the meeting, whichever is less. 

1 • . 

• Ratification of Selection of Independent Accountants 

f ijjhe Board of Directors has selected Price Waterhouse & Co., independent accountants, as 
v auditors of the Fund for the year 1972, subject to ratification or rejection at this annual meeting. 

■* Wee Waterhouse & Co. 4ns no other relationship with the Fund except as independent 
•! tctcrjntants. The employment of Price Waterhouse & Co. is conditioned upon the right of the Fund, 

" Vy vote of ‘holders of a majority of the outstanding stock at any meeting called for the purpose, 

• O terminate, such employment forthwith without any penalty. 

m ® ■ 

0:W Business T" 

**. * The onnagement does not "know of any other business which will be presented for action at 
•; meeting. If business other than the above mentioned is brought before the meeting, those who 
j fc: *!l *et as proxies at the meeting will vote the proxy according to their best judgment. 

‘ H^herage Commissions 


i rate of portfolio turnover. 
Government securities and 
a year or less. The Fund 
ealers providing' the most 


* *' vf ib!c prices and executions available. Speed and accuracy in obtaining market quotations, 
j * T « / .ness in execution of orders at minimum commission rates, and prompt reporting of executions 
. *•« i^vdutily essential. Among such brokers and dealers, those who lave provided helpful iuforina* 

• . -hilt Fund, or have assisted in the sale of Fund shaves, arc often given ptc'crcncc (without 
. ;• «t.:;ent so to do) in allocating brokerage business, but not at any sacrifice in price or execution. 
» -''•‘less of such preference, the Fund will endeavor to place orders so as to maximize total 




i 6'fa ~ 


# «F f • y 

_- • • . rf securities an? minimise the Total cwt on pOTchi'ses. In coon- 

j£Z!£«Stt ggs 

twlL oithe^te-.putWarmome*. . ■■ . 

*™ e . t * 1077 th* Securities and Exchange Commission issued its statement on the 

On February i, W* *« J v J SfabtiS recommendations which, if implemented. 

-Future Structure of the Securities markets ct s for ^stance in the sale 

nay result in the termination of t r^mmission has Vnt a tetter to the National Association 
. i. .L_ Tn »rrnmolish this the Commission nas sou * v- 


, ArS£'.®*r- - - 

■hue purchases. We'e^eAd <o • »«*•* «*•&•' £ 

Brokerage comnuastou. of ^ ind 51,667,690 in 1971. CM aodr 

the Fund’, portfolio .reunite. rn 1969,^ , fc, ip®, $1,108,667 (538%) in 

•mount, the Fund rWd «-i» «« <SSfcd Wpful hrforuurlion. and approrci- 

1970 and $S82,$33 ( 52 . 9 % )m 1971 to b-o^r P ^ 197Q $7&4 8 3 7 (47.1%) « W71 

mately $1,293,222 (52-0%) m 1 .' ' . ^ amounts allocated for helpful information 

for help in the sale of Fund shares. Included in the above m ^ 3 (4.0%) 

Hickey (the wife of a registered representative 
fa 1970 and $36,481 g2*> othcr securities of the adviser), 

of which firm ow ’ /0 . •, .n'oeation oT brokerage business to such brokers 

The Fund[continues to give ^ or wn0 have assisted in selling Fund shares 

and dealers who have provided h P t , selection of investments and the placing of 

sr -«~ r '™‘—"" ivtd 

the greatest amount of brokerage commissions. ' 

. *- Jrtss Cenntalm 


BnVer 

Jesup & Lamont. 

Goldman, Sachs & Co. 

Pershing $: Co. 

Bear, Steams 4 Co. ., 


$122,643 . 
122,263 
97,616 
97,035 


6 
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• SL. -— ; tnn Ccmb1»»c«» 

•' fcrrOI Lr^TP^ F r'“ f 4 *"“■ ^ " KM* 

Thomson Sc McKinnon.^ Inc..... 83,853 ' 

* Sexton (G.A.) & Ck, Inc..... 83^08 • 

)w C Ted H Ne 5 England Corporation ........ S* 2 S 


Chartered New wi 
partis, Upltain & 


63,549 


. Eastman Dillon. Union Securities Sf Go. ...... ^ 303*612 

R. E. Hart S: Co. Incorporated.•. 87819 

Halle Sc Stieglitz Inc... 1 * g^i 

. Thomson & McKinnon Atsdundoss, let .... ^ £*g§ 

Merrill Lynch, Pierce, Fenner & Smith, Inc. .. ^\2 

Tesup Si Latnont... ***** 44839• 

• Harris, Upham Sc Co. Incorporated .......... 41,715 

£&V*i** ■£££<: :::: <m« 


economic 1 


• . "tfithou?knowing what the result, would 

l»ows of no way to determine t*' ^ue rf ^ ^ Js gcncrally 

; economic information relating to particular oracticc of the Fund upon receiving 

. ^solicited and oficrcd by a broker.* stimuiate invest^ adviser, 

• such helpful information from brokerage sources o re . . rescarc h an( j recommendation 

lor teriLtion ami opinion as to solidity accuracy, with related 

. at jo the desirability of acting upon such informa 1 information can aid the Adviser in 

com. and to the cW.t such information can be utilizedL such information can suj 


com. and to the cW ; t such information can be utilized h si*. thc 
I and '!54,539 in 1970. aided the adviser in making i 


■ allocated ctjiprpxhnatcly §41,145 
’ Bait decisions. 

- litigation 


: Fund 
invest* 


• uugntion . , . 

. • tt-jfv, M Ac Fo,„t »„d Ac advise,. Cl,c,met. Corporation, etc tlclcntlant, “ y 

- -— 

# ^ m 

• 7 • • • 
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reason of brokerage commissions (which were the standard minimum stock exchange 
commissions) of Jesup it Lamont. The* Fund of Funds Lid. in effect received a rebate and thus 
purchased shares of the Fund at prices different from the public offering described in the Prospectus. 
The action^ is fox an injunction #rd seeks to have the directors of tire Fund, the management 
corporation, Th^Fund of Funds and itjj affiliate I.O.S. Ltd. (S.A.), and Jesup & Lamont restore 
to the Fund llie ^brokerage commissions paid to Jesup & Lamont and to have sGch defendants 
account tor, and pay to. the Fund the advisory fees received by them since 1963. The second action 
alleges, among o3ier things, that the management corporation, by the use of reciprocal brokerage, 
give-ups, and niaWt-ups and mark-downs in over-the-counter transactions, received compensation 
fa excess of the amounts provided for in the investment advisory contract, and that such alleged 
exeesv compensation should be recaptured'for the benefit of the Fund and seeks an injunction 
fa addition to damages for failure to secure such recapture. Ho recovery is sought from the 
Fund, in either action. Nevertheless, this litigation will result in additional expenses to the 
Pfai<3 by way of legal services and by way of probabic reimbursement of expenses incurred by 
Oflt ers and Directors in defending the suit. It is not possible at this time to anticipate the total 
amount of such expenses. An answer has been filed by defendants in each of these actions denying 
all allegations of wrongdoing and containing numerous affirmative defenses. In the opinion of 
Sutton, Sabel & Schupp, Counsel for the Investment Adviser and Messrs. Rogers Hoge & Hills, 
Special Counsel retained by the Investment Xdviser, the suits have no merit * 

On September 24,1970, a suit was filed (now. Blank, et aL v. Talley Industries, et al, Southern 
District of New York, 70 Civ. 4144) against 25 defendants, including the Fund, claiming that 
Talley Industries, Inc., its accountants. Peat, Marwick, Mitchell Sc Co., Smith, Barney Sc Co., Inc., 
Lehman Brothers, M. Kimeiman Sc Co., the Fund, and a number of individuals (including the Fund’s 
President) violated securities laws and common law duties in connection with the merger of 
Genenj) Time Corporation into Talley Industries, Inc. and transactions in stock of General Time 
Corporation. An answer has been filed on behalf of the Fund and its President denying all 
allegations of wrongdoing and containing numerous affirmative defenses. The Fund has been 
advised by Rogers Hoge & Kills, Special Counsel retained for this litigation that valid’defenses 
exist to«the claims and the suit against the Fund and its President is without merit However, 
the Fund will incur expenses in connection with the defense of this suit and any indemnification 

of its President in an amount which cannot be' ascertained at this titne. 

• •• 

• • 

»By order of the Board of Directors, ’ * 


Geoxge A. Ciiestnutt, Ja. 

President 


Dated: June 6,1972 
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' The following statement is not V balance sheet of American Investors Fond; Inc., fat Ts a 
• consolidated balance sheet ot the investment adviser, Chestnutt Corporation, as required to be included 
In the Proxy Statement by Rule 270.208-2(a) (9) of the regulations issued by the Securities and 
Exchange Commission unger tne Investment Company Act of 1940. * 

CHESTNUT!* CORPORATION AND SUBSIDIARIES * 

CONSOLIDATED BALANCE SHEET 
December 31, 19 71 

* . * ASSETS . * **• * *' 


Cvaatxv Assets: 

Cash ...... 

Marketable securities, »* cost which approximates market value 
Accounts receivable: 

American Investors Fund, Inc. (Note 2)..... 

•Other .;...... 


i.V.i. 


Prepaid expenses.. 

Total current asscu. 


PaortaTV ax a F.Qinrv:exT p at cost (Notes 4 and 6): 

Land ... 

Office building .......... 

Leasehold improvements .*..... 

Furniture, fixtures & a equipment...». 


I-*!* 

787j61< 

vtsS* 

£ 9.744 

u»? 

17,395 

U8.377 

*88.977 
'547.539 
JUJB00 
267.698 
V 16.014 


Less—Accumulated depreciation and amortization ......V........ • ^ 98 |e 3 S 


Fcruac Ixcosir. Tax BaxEm*,* arising from excess of hook over tax depreciation. 
Cooowiu, Corvticiirs, Mctiiods, Calculations akb Paoct ousts. 


LIABILITIES AND SIIAREHOLDEltS' EQUITY 


<17^79 


38705 




Ci'tuxr Liabilities: 

Current portion of long-term debt (Vote*4)..... * A * 94 ina 

Note payable to bank.....I. * %'nvl 

Accounts payable..I.”*** ****** .Sc*t2> 

CCru^l liab: lines .. *•* 

cstimated taxes on income (Note 3). 

Deferred management acKiiory fees and service subscriptions...!! 

, Total current tiabitities... 

‘**t-Tta>< Dm (.Vote 4)... 

'•utMoinrV lCpunr (Vote 5): 

Common Stock—no par value: 






41.770 

137.04! 

61,634 

345,122 

341,663 


2aU.UP'i shares authorized, 187,000 siiarcs issued.......... 

ncuiivnl earnings .| .*. 


•.K'-Coil of 403 starts of common slock in treasury. 
'••MiXCCNr LIABILITIES (Vote 7) 


14.463 

711,174 

725.6J7 

_ej60 

717,477 


£ 1 , 401.742 
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CnfeSTNUTT CORPORATION AND SUBSIDIARIES ; 

» MOTES TO CONSOLIDATED BALANCE SHEET . 

* . 

note 1—PRINCIPLES or CONSOLIDATION* .' •* 

The'‘consolidated balance sheet includes the accounts of Chestnntt Corporation and Hs sub* 
jidlaries, all-.of v/hich are wholly owned. All interco mp any accounts and transactions have been 
. eliminated In Consolidation. 

Note 2—INVESTMENT ADVISORY AGREEMENT WITH 
. AMERICAN INVESTORS FUND, INC* 

r *The advisory fee (SI ,243.201 in 1971) from American Investors Fund. Inc, with which the 
principal officers oi the corporation and three of the four directors are affiliated, was earned pursuant 
tO/an investment advisory agreement. The investment advisory agreement includes, among other 
' things, a provision for the payment by the Fund of a fee determined on the basis of the net assets 
«f the Fund st the end of each quarter as follows: 

- . ftawl Rita Majjsatb 

‘ Q&Jo .....I First $ 50 million. 

’ *V • 0.6 ..... ~... Next $ 50 million 

.* <W ...... Next $300 million 

OJ5 . Next $200 million 

. 0.3 •«•••••*••••«••«•••••••••••••••••,••••»»«*••• Over $500 million 

• f • * * ' • . 1 • 

• 0 * • 

The corporation has agreed to refund each year any amount by which total expenses of the 
Fund, exclusive of taxes and interest, exceed 1#> of average monthly net assets of the Fund for 

such year. No refund has been required under this provision. 

* • • * .* . * • 

Not® 5—INCOME TAX* 

"At . December . 31, 1971 there is approximately $179,000 available, through 1975, to offset 
AitiQe realized capital gains for federal income tax purposes. 

Noto 4—LONG-TERM DEBT: - ‘ 

£ong -term debt atJDeceraber 31, 1971, is summarized as follows: 

Jbuwat 

• latent 

•. Bate Aamt 

bfortgages: 

• Quarterly payments of $5,000, including interest, required to 

September 1, 19S0, when remaining principal of $111,212 
.a bbcoir.cs payable. Secured by corporate office property 
. (bo6k value—$563,014)... §204,971 

10 


• • 
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CnESTIVUTT CORPORATION AND SUBSIDIARIES 
. ROTES TO CONSOLIDATED BALANCE SHEET—(Continued) 

* final 

v$.- 

A nnual p rincipal installment of $5,000 requit'd. Secured by ” 
a< ^ actn * C0r P 0r *f* office p r op erty (Mole vshie-_ * 

... : . 5H* 

“JimmE* 5 ond * d “ € , iri "">«*' oHncfoal amounts of $10200 
. trntil 1976 when the balance of $100,00(5 is payable ......6% 

♦ • . 1 


m , 

"Less—^Amounts due within one year. 


**» jggl 


20,000 

*24,971 

JMO800 

365,771 

24.108 

3341&3 


to th. cxlcnt of 18% ol °hc principal ““"total™ 

on February 1 and haa been pid ihroujh Feb^l, 19 ^ ' Inlceu u payable aonurily 

Note 5—STOCK OPTIONS* 

ofiyoSl'flC M°£"„2 a "' ° p,!ons <° r*™ 8.900 ,h. ra 

W CO pc, ton,^”„?h tbJ?»75?To SX'i" Mlr<h '??> 

" 4 •“ Dc “ mb " «• w« T iM “ 10 ^ 1971 

Rote 6 —COMSlirniENTS * 

MtoU?$°X™Thc *"' 1 “ Bine ^P"*”*”* « *» .nnual 

pajcncnTi 'S’wt&TnlJSl Tp/faT,'!' ,lf, * < T" “TT- ™">h'y 

to*U ,0 « 2 &* &S^n SS 5 Ss Sf,T-X*- " ,e ~ 

Note 7—CONTINGENT LIABILITIESt 


position of I lie corporation. * effect on the consolidated financial 
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.. • ©PINION OP INDEPENDENT ACCOUNTANTS 

lb TBS BoAUD O^PntECTOM 

"" ambShauholozis op Chestn'utt Coepokatiom ‘ * 

' • . . • ■ • . . 

I« our opinion, the accompanying consolidated balance sheet present! farriy the financial position 
of Chcstnutt Corporation and its subsidiaries at December 31, 1971, in conformity with generally 
accepted accounting principles applied on a basis consistent with that of the preceding year. This 
opinion is based on an examination which was made by ns in accordance with generally accepted 
auditing standards and accordingly included such tests of the accounting records and such other 
auditing procedures as we considered necessary in the'circumstances. 
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Stamford, Connecticut 
March 21, 1972 


* . f JfcUCE WATERHOUSE & CO. 
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J • • %- EXHIBIT I 

"*■* . ©ETESTMEN^advisory agreement • 

• ' * • ^between * 

AMERICAN INVESTORS FOND, INC. 

• • • . ^ «nd 

• ' CHE5TNUTT CORPORATION . « 

AGREEMENT made as A September 1.1972. by and between Auiaxc^K Iwvteroas 7u*ro. 

! . rtmnized and editing under the laws of the State of New York (herein called 

: S^i^tkm-) aScHESTKVTT CoaroaATioM, a corporation “ d exUtin * under ^ 

1 Uwi of thTst^ of Connecticut (herein called the "Investment Adviser*). 

!- WlI ttEAs;the Corporation Is engaged in business as an epen-end management investment com- 
! piny, and Is registered under the Investment Company Act of 1940, and . •. , 

« • w-aaws. the Investment AdvWb engaged hi the bosiitess. among other things, of rtttdenng 

[ research, slatStkal, end advisory services to Investors, and is registered under the Investment 

• -Advisors Act of 1940. j. • •• . , __ 

; Now, THUBOK. in conridenHoo ot the premise, and of the muhral promise. Irerehwfter ret 

! brth, the parties hereto agree as follows: ,_t 

: j * 1 ^ Corporation hereby' retains the Investment Adviser to render research. 

: i^viiory serviette the Corporation, and to assist and guide the officers and dl.ectors o 
i -Corporation in the investment administration of its resources, «o .cmg as this agreenvmt soaU ren 

: £ effect • « 

- Z The Investment Adviser hereby accepts such retainer and agrees to render such sendees 

i toCiebett of Usability. ^ • , ’ 

• 3. The Corporation sriil, from time to time,"deliver to the investment Adviw .^* t ^*^*^**? 
HU of the investments end Tereorcc. ol the Corporation end information as,to iu lnve.tm.nt Q. 

• problems. • . * . 

■ 4. The Investment Advirer .hell, from time to time, to the extent rtMmu.%,£* 

t«fct ot the business of the Corporation ond upon it. request, make available <°^ic Corp oration 
ruearch. ststistieal. and advisor,- reports and ehart. upon the industries. “JSETXl 

»d seeut-rties as to which such requests shall be made, whether or not the Corporation shall at the 
time hive any investment in such industries, businesses, corporations, or securit. s. 

3. -The Investment Adviser shall, from time to time, taking into consideration_ the «^estmcnt 

• "*S' J ‘rcments of tlic Corporation, recommend to the Corporation tliat it adopt specified investment 




• • • • * . • 

• • • 169a} • 

... •. / • • • . • ; 

„ ttat if" purchase, sen; 'retain. of cxchanie designated CorponuS. 

w* reeonttnendations. may. but staUno.be reqiirad «• •*>!>> !»*«* « r P“' d “«- 

OeflpWUin. or exchange such securities. . • . _ 

G* The officers and advisory personnel of the Investment Adviser sliall be avaibble at all 
gJfJS'lLtit tAh .he direct and oftae™ o< the Curporatioa - 

connection with anjr of the Corporation** investment problems. . 

, . -The investment Adviser shall furnish to the Corporation syefc office space as may be 
McesirJftr the suitable conduct of the Corporation’s business and all necesary light, heat, tdc 
ehone wfcc. office equipment and stationery and stenographic, dental, mailing and messenger 
aervlce^ntpnnecffixi with’such office; sod Mr. the ssW.es <*_H of .he Food . execoo,... and pay 
Iffi pmnominal, travel, and entertaining expenses teUtuig to Fond Saks. 

. The Investment Adviser stall not be iSble for any fcss nratmned by reason b! the adoption 
rf dnv b,vraht£rt policy or the purchase, sale, or retention of toy sceunty on the reromniendalion 
^ l - i jl— q. no t such recommendation shall have been based upon its 

'* **, and research rn.de f* an, Cher indiviffiul, 

el SSoo. H soch recommStion shall ha« been made and such office ^dividual firmj 
. firm, or cor n ora ‘ t * 1 ’ - th due ^re and in good faith; but nothing herein contained 

any liability to th._Corpora.ion or h. ‘ 

Mtera by r£on of wilful misfeasance, tad faith, or CTOS. neghgrt.ee m the P«tom..nce 
Stododra^orhyVeason of Its recidera disregerd ot its.ohli8.ffima.nnd duties unde, tbs.Agreement. 

. _ -_.» nsrpM to nav to the Investment Adviser and the Investment Adviser 

* to^^aTfull coin^nsation for al! services rendered by tUe Investment Adviser hereunder 
JT^eh riffie Corporation^ feral quarters on the Us. day of raeh quarter. . fee in an amount 
determined by apptyfog the following quarterly rates to the value of the Corporation * net assets 

-* te • n4 . 0< '*?.“ te,<lar ,u * rt “ : v^,.„,..o 1 tou • ' . awduhto* ' 


gssrtwft Wits 

0.2 of 1% 
0.15 of 1# 
0.1 of 1 % 
0.0875 of 1% 
0.075 of'l^o 


Isatralmt hwcaltats * 

0j 8 *>l 1% ~ 
0.6 of i%> : 

0.4 of 17-. 
0.35 of 17° . 
03 of \% 


on flic first $ 50 million 
on (he next $ 50 million 
on the next $2C0 million 
on the next 5200 million 
on net Rssels in excess of 
$500 million 


. provided. liowmMtatffie SS'.W 

rrhirli. vr|.en added to the other etarces of the Cor^rat»U<a. ( ^ ^ ^ Adviscr 

result in total charges per annum o ic the'value of tile Corporation's average monthly 

J^ FtTfhe^qll?^ tins Agreement ihnii he in elect, the fore- 




•. • • • . • • 

• * ' • _. .17oa 

jSrterSd 1 the ihkhthU*, 7“ ^ **"* f ° r *** cntfre For the 

* ‘ ° fthe numbw <>f d V » that this Agreement Ufa tfaY •** *7 appTOprUte Proration 

. rC ^ >CC, ' ve, J r -.- If ' Pursuant to the Certificate of Incomes! , *”? ? Un " 5 the garter and the year 
. are not required to be determined on any oartirufaTh^ !) ° f *** Cor P oratio *>. the net assct s 

• SteTr? 8 “*** K determined shall te kerned kl ^ pUrp °* e ° £ lhe fore - 

•f business on that day. • ** deem ?d to be the net assets as of the r!r » lf 

*■« * * w «- « ^ i „ • 

* S > S*? 50n ' fr0fn ° r ./° r the ^tor of the stock of the 

• * • 5L5: d, ‘*" butor “P 0 " rece *Pt of purchase ordmfor lt Sj° V*™*** * uch *»«res are pbced 

|wii Jose orders received by the distributor; ^ arC3 ■« not fa excess of the 

\ - prevent the Investment Adviser acting » , v > •* 

‘ '-aSSt^- for ££ "cS'fc 0( “* «•*«» rt« 

Corporation; or awo .atock fa the capacity of agent for the 

• * ^r tfbn at the ■pSt^rtW.^S’ ? f shartt ' o! stock of the 

. . .^;r dcd th r 5uch r*-* -** the -« * 

• «flcss sooner terminates, hSeiS’orovWrf! ° f ycar * £rom thc date hereof 

W/ b7t reaf ! Cr * SU f JCCt t0 th<! ?rovisi ° n * ^ teiti^TXll onh C °?^ m,e Cffect from y“r 

' ‘ -a maioritv rn- *° ° n? “ wch con t*nuation shall b- spec-ficaUv a C tCrms and cond!li °n* 
»n»r>nty of Director, who are neither parties ; ' r V . y ‘PProved at least annually bv 

****** * nd c! ther (a) »he Board of STectom ,rf theT‘T “ inlerested Persons" of any 
^qnty of.the outstanding share, of the FvZt? Fund or < b > b > » ™te of holders of , 

, ‘" y * v limit »' rejtrice the *™. « corporation 

^a^oUh- <hC " in or to “X "“tier two, 1 , 0 . 

* sr* *. . umj and ,ss-= a rciitatariS 

• .15 <5*" * 









"* ■ * s> . ' ‘ ' B ;i 7ta?y 

• . I.. 

,w^|iitrriuo8toiheCorpor*tooo. « ic^tlTC Vote of 1»Mert of » n»J«»rfly of the 

For U« porpoee *««» Sfcatwlnd held meetln* •* • h ‘ rehokl T‘ ' 

'se&* w££5£ 2S^ < r 

-s’-FSr^^--•; - 

the holder* of more than *)*> oi o» .* • . - J I , 

meeting, whichever is lew." . ’ ^ *ail W the meaning M ™*} b ^ r 3 

J* the puryoKl •"«* •PT 0 ?' h. dny act an>end*onr thereof «fj£ fj . 

.drffcotioo therefor, earn force »t the ' tfiffl h«t (he raeanin* defined b*to? r 

hlSStutio. therefor, „ in fono=« t**^ ttuK a ,*& ayreernentto Be didy 

day end year first above written. TKmro i. Wno. fac. £.. 


Sj •/•;*.•: 




•' 5>Vl 
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w w • • «• a 




Attest: 


Secretary 


Cjiestkutt 

By ••*.•••• 


CORVOEATTO:* 


Prtsii** 1 


Attest: 


Secretary 
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Police of Annual Electing of Shareholders 
to be Held July 15, 1969 


To the Shareholders: 

PLEASE TAKE NOTICE that the annual meeting of the shareholders of American 
Investors Fcnd, I.vc. will be held on Tuesday, July IS, 1969, at 10 JO o’clock A.M. in the 

Commodore Room at the Showboat Inn, 500 Steamboat Road, Greenwich. Connecticut for the 
following purposes: 

1. to elect directors; 

Z to consider and act upon a proposal to approve the terms of a new Investment Advisory 
Agreement, as set forth in the enclosed Proxy Statement; 

3. to consider and act upon a proposal to ratify the selection of Price Waterhouse & Co 

as auditors of the Fund for the year 1969; and 

4. to transact such other business as may properly be brought before the meeting. 

Only shareholders of record at the close of business on May 28. 1969 are entitled to notice of 
and to vote at, the Meeting. ' 

Shareholders are requested to specify their choices, date and sign the enclosed proxy 
United Stales" ' tnVd ° ?€ 10 " hUh DO P osta 3® he affixed if mailed in the 


By order of the Board of Directors, 


. S. L. Sadcl, 

Secretary. 


June 17, 1959 


• ’ P +% r. '• •• V .*r v .. 
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This Proxy Sta'err-rr •. • ™ 0XY ?TVTE3IENT ' 

If *!« enclosed form of proxy is cxecu‘ed anrf . . ** borne b >* l «e Fund. 

-*«- * rin « ror ~* *1r 

«». S '« k « f 'ho Fund issued ,„d . ,- „ , 

d °* ° f b “ Si "" S ° n M *>- 2S ' >^ be M,VW !o Z ZZ tfc 

Election of Directors * 

"* .be next 


Jbwt. ftbtipal Pccrpttioi, or irihrimt 


Trtr First 

Irmk 

OJrtctw 


'Stint Owned 

Geokcf. a. Chestnutt Ti p -j— *7/11/1%* 
of Chestnutt Corporation (Iives'n--• °\ d'* Iund; Pres, ’dent 

*z2sz 1957 

%lZr£'S;Z, iL&SZZi ° f * ££ 1962 824 

Warren K. Greene V; r * p * ?mee ” and *>t!e surveyors_ 

of Chestnutt 0,^^^”* “ •£ Fund; Vice Psesident 251 

^ Vfieid ' •W* I9W 470 

Fund" s5nTor S Vice' Pr«Sen-'“ fT^"' ""^^crelary 0 i ',|,. 1958 «>8 

St .“ uis ' f-iden:; s:™;,; ‘« 2 vn* 

ET L v “°"' .•::::::; * - ’ 

• Including 7,557 shares own'd *>v \f, r- . * 

T r s,Lc: ’» Elieabtth C. SaV •—•Vi'p”' 1 ,* V ' ,fe ’ Sar: * M and 3.1S9 sJiirei . , 

interests. Qiciri-tf • *. 7 ■*~ n » ,w o trusts oi which she i* . . rc * owned by 1 

“Securities of the'^Ii.vestmenrSiKr-'ull^Jf'‘r' 1 ' wl Mr Sal «* l»v« ‘iHtcrcsa'J ! 

--J.r , a t.e Une.-.ci?.! owner of 100.J11 s.’o rC4 . 1 ,or »h under < 

2 / 
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All of the nominees, except William A, Semmcs, are now Directors of the Fund, elected by a 
rote of security holders at the last meeting, held on July 16, 196$, for which proxies were solicited. 
Mr. Semines, a new nominee, has been President and Director of Scmmes Motors, Inc, Scars<lalc, 
N. Y. for more than fire years. In the event that any of the above nominees should be unable to 
serve by reason of death or other unexpected occurrence, those who shall act as proxies will vote 
the proxy according to their best judgment. 

During 196S the Fund paid remuneration, including directors’ fees, to its directors and officers 
aggregating $12,750; also Sutton, Sabel and Schupp, of which S. L, Sahel, in officer and director 
of the Fund, is a partner, received $6,500 during such period for legal services. $1,464,093 was 
paid by the Fund to its Investment Adviser, Chcstnutt Corporation. George A. Chestnutt, Jr., is 
President and principal executive officer, Stanley Law Sabel is Senior Vice President and Secretary, 
and Warren K. Greene is Vice President of Chestnutt Corporation. 

Secnrities of the Investment Adviser 

The Investment Adviser, Chestnutt Corporation, has outstanding $171,400 of 6% Serial Income 
Bonds and 186,660 shares of Common Stock following a 5 for 1 stock split and reclassification 
.on April 23, 1969. George A Chestnutt, Jr. owns 88,585 shares (47.5%) of Common Stock. 
Stanley Law Sabel owns $29,000 principal amount (16.9%) of Bonds, and 30,535 shares (16.4%) 
of Common Stock. George A. Chestnutt, Jr. and Stanley Law Sabel as trustees of a trust 
created on April 4, 1965, for members of Mr. Chestnutt’s family and of which he is remainderman, 
hold $34,000 principal amount (19.8%) of Bonds. John Currier owns $3,600 principal amount 
(2.1%) of Bonds, and 2.200 shares (1.2%) of Common Stock. Warren K. Greene owns 
675 shares (0.4%) of Common Stock. John F. Newton owns 165 shares (0.09%) of Common 
Stock. Vilas & Hickey received $44,537 in brokerage commissions from the Fund in 196S, 
and the wife of a registered representative of such firm owns $11,000 principal amount (6.4%) 
of Bonds and 11,970 shares (6.4%) of Common Stock. As owners of securities of the Invest¬ 
ment Adviser, Chestnutt Corporation, George A. Chestnutt, Jr., Stanley Law Sabel, John Currier, 
Warren K. Greene and John F. Newton have an interest in the Investment Adviser and in the 
proposed new Investment Advisory Agreement referred :o under "Approval of the Terms of 
New Advisory Agreement”. 

Information Pertaining to Investment Adviser 
and Investment Advisory Agreement 

The Fund entered into its present advisory agreement with Chestnutt Corporation, 83 Field 
Point Road, Greenwich, Connecticut, following approval of the agreement by the shareholders at 
the Annual Meeting held on July 16, 196S. The principal executive officer of Chestnutt Corporation 
is George A. Cncstnutt, Jr.; George A. Chestnutt, Jr., Stanley Law Sabel, Warren EL Greene and 
Clendon H. Lee are the Directors of Chestnutt Corporation; the principal occupations of Mr. 
Chestnutt, Mr. Sabel and Mr. Greene are as stated under "Election of Directors", and the address 
of Messrs. Chestnutt, Sabel'and Greene is S3 Field Point Road, Greenwich, Connecticut; and the 
principal occupation of Clendon H. Lee is general practice of law. The advisory agreement is in 
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effect for two years from September 1, 196S, unless cancelled by either party on sixty days’ notice 
■nd continues in effect there»i:er so long as it is approved at least annually cither (a) by a majority 
of the directors, including a majority of such directors who arc neither affiliated persons of the 
investment adviser or of the Fund, other than as directors of the Fund, or (l>) by a vote of a 
majority of the outstanding shares of the Fund. 

The Investment Advisory Agreement provides that it cannot be amended, assigned or pledged 
and shall automatically ar.d immediately terminate in the event it is amended, assigned or pledged by 
t‘r Investment Adviser or by the Fund. The Investment Adviser is required to render research, 
st'tistical and advisory services to the Fund and make specific recommendations based on investment 
requirements; and to provide office space and related services, and pay all executive salaries and 
executive expenses. 

The Investment Advisory Agreement provides for fees, calculated on the basis of net assets, 
determined quarterly which on an annual basis amounts to 0.8% on the first $50,000,000 of 
net assets of the Fund. 0.6% on the next S50;003$3O.4%' on the next $200,000,000, 0.35% 
on the next $200,000,000, and 0.3% on all net assets in excess of $500,000,009. The annual fee 
is not more than an amount which will result in total charges per annum to the Fund, inclusive of 
the fee of the Investment Adviser (but exclusive of interest and taxes), of 1% of the value of the 
Fund's average monthly net assets for any year. The Adviser is required to render research, 
statistical, and advisory services to the Fund; to make specific recommendations based on the 
Fund’s investment requirements; to provide office space and all necessary light, he2t, telephone 
service, office equipment and stationery; and stenographic, clerical, mailing and messenger services 
in connection with such office; and to pay the salaries of all of the Fund's executives, and to pay all 
promotional, travel, and entertainment expenses relating to Fund sales. 

Approval of the Terms of New Advisory Agreement 

The Fund’s Investment Adviser, Chestnut t Corporation, now owns and occupies its new office 
building at 83 Field Point Road, Greenwich, Connecticut, where it provides office space and 
related services to the Fund pursuant to the Investment Advisory Agreement between the Fund 
and Chcstnutt Corporation. 

The new Investment Advisory Agreement provides for fees at the same rates, has the same 
duration, and is subject to the same extensions as the present contract noted above, except that the 
initial two-year term (subject to cancellation by either party on GO days’ notice) will begin when 
the new contract is entered into on Septemher 1, 1969. The new Agreement will provide that it 
cannot be amended, assigned or pledged. Approval of the new Investment Advisory Agreement 
could, to t'nc extent deemed appropriate by defense counsel, be used as a defense in the Litigation 
described in this Proxy Statement. 

The new Agreement to be adopted must be authorized by a vote of a majority of the outstand¬ 
ing shares of th: Fnr.d; by definition contained in the Investment Company Act of 19-10 this means 
a vote of (a) holders of G"% or more of the shares of the Fund if holders of more than 50% o; 
the outstanding shares of the Fund entitled to vote at the meeting arc present in person or by 
Proxy, or (b) lnldcrs of more than 50% of the outstanding shares of Use Fund entitled to vote at 
the meeting, whichever is less. 
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Rnllfiratlon of Selection of Independent Accountants 

The Board of Directors has selected Price Waterhouse & Co., independent accountants, as 
auditors of the Fund for the year 1969, subject to ratification or rejcctior at this annual meeting. 

Price Waterhouse & Co. lias no other relationship with the Fund except as independent 
accountants. The employment of Price Waterhouse & Co. is conditioned upon the right of the Fund, 
by vote of holders of a majority oi the outstanding stock at any meeting called for the purpose, to 
terminate such employment forthwith without any penalty. 

Ollier Business 

The management does not know of any other business which will be presented for action at 
the meeting. If business other than the above mentioned is brought before the meeting, those who 
shall act as proxies at the meeting will vote the proxy according to their best judgment 

Brokerage Commissions 

The Fund’s investment policies have resulted*in a higher than average rate of portfolio turn¬ 
over, 39.5% in 1966, 64.0% in 1967, and 81.9% in 196S, exclusive of all U. S. Government 
securities and all other securities whose maturities at the time of acquisition were one year or 
less. The Fund places orders for transactions in portfolio securities-with-brokers or dealers providing 
the most favorable prices and executions available. Speed and accuracy in obtaining market 
quotations, promptness in execution of orders at minimum commission rates, and prompt reporting 
of executions are absolutely essential. .Among such brokers and dealers, those who have provided 
helpful information to the Fund, or have assisted in the sale of Fund shares, are given preference 
(without agreement so to dc) in allocating brokerage business, but not at any sacrifice in price or 
execution. Whether or not such preference were given, the Fund would have to pay the same 
amount of commissions. 

Helpful information obtained from brokerage sources involves quick, accurate quotations and 
data as to the size of the market; data on money statistics, earnings projections, dividend prospects; 
probable sellouts, mergers, consolidations, and liquidations; general tape action, with volume of 
shares, blocks recently traded or to be traced, who the buyers and sellers are believed to be, and 
other information as to the state oi the market at a particular moment. 

Brokerage commissions oi $551,663 were cliarged to the Fund on purchases and sales of the 
Fund’s portfolio securities in 1966, $1,935,037 in 1967, and $3,122,160 in 1968. Of such amounts 
the Fund allocated approximately $261,913 in 1966, $935,966 in 1957, and $2,022,457 in 1968, to 
brokers who provided helpful information, and approximately $2S9,755 in 1966, $1,059,121 in 1967, 
and $1,099,703 in 19oS, in connection with the sale of Fund shares. Included in the above amounts 
allocated for helpful information and sale of Fund sltares are brokerage commissions of $33/135 in 
1566, $23,936 in 1967, and $4-1,537 in 196$, to Vilas & Hickey (the wife of a registered representa¬ 
tive of which firm owned 6.3% oi the voting and other securities of the adviser). Prior to 
December 5, 1968, when the practice was discontinued in the industry, the Fund in some instances 
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allocation of b,ok«ra 5 c l»„i„,„ ,„ , och br ^ *, 1 “ «""«• PJ“« pcclcnn.cc h the 

or who ..ave assisted in the sale of Fund share, iLm h ha ' e P r0v,dcd helpful information 
196d the ten brokers who received the greatest amount Of broke? talw,a,, ^. 8,,0 ' vi "ff for 1907 and 
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Irafctr 

Hayden Stone & Co 

Cran CssraluiMt 

Jesup & Lamont _ 

'$232,128 

Clark. Dodge & Co., Inc. .. . 

C. E. Unterberg Towbin 

193,652 
‘ 122,829 

Tucker, Anthony & R. L. Dav 

88,586 

E. F. Hutton Company, Inc. . 

oo,045 

Batea-nan Eichler, Hill Richards . 

/y,U9o 
in nt o 

Bear Stearns. 

iy,ui8 

McDonnell & Co. . 

111,697 

G. A. Saxton _ 

64772 
‘ 85,658 


Chtipi received 
$ 3,500 


350 

635 

57,915 

224 

1,125 


Prt-pi pii< 

$ 22,885 
50742 
15794 

1,457 

36745 

23760 


$ 1,495 
14.985 


Jccpi-HTon:.... — ’• i ' ^ Cncn,,;, 

p« r .!an, & a,.. - rwwio 

Merrill Lynch, Pierce, Fenner It Smith, Inc. .. '" , ~ 123.050 

Harden Stone, Inc. .** 17 * 3 ° a $ 1.495 __ 

G. A. Saxton & Co., Inc.. . . . . . . . . . . .. Ill'll 14,985 28.59J 

Thomson & McKinnon, Inc .[][] [[]'//''. !f?*? 49 1.000 35,401 

Clark, Dodge & Co., Inc. }**“ - . 31.90; 

Sidney A. Siegel & Co., Inc.. ~ 7,985 

Model Roland .. 99,949 _ 

..... ;... »wm _ i7+4S 

Fund knows «"^,ution. 'the 


28.598 

79,892 

35,405 

31.905 

7,985 

17.445 
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work by the adviser with related costs, and to the extent such information can he utilized, such 
information can aid the Adviser in achieving better investment performance for the Fund. The 
information itself, for which the Fund allocated approximately $5-16 in 1966, $7,664 in 1967, and 
$7,615 in 196S, aided the adviser in performing its obligations under its advisory contract with 
the Fund as well as benefiting the Fund. 


Lltigutiou 

Directors of the Fund and the adviser, Chestnutt Corporation, are defendants and the Fund 
is a nominal defendant in two derivative actions brought in January, 1967, and July, 1968, 
respectively, in the United States District Court ior the Southern District of New York by joint 
shareholders, Rosalind Fogel and Gerald Fogel, holders of 276 and a fraction shares (which comprise 
51.187 shares held on January 6. 1967, when the first action was started, 1.068 shares acquired as a 
shares distribution—accepted in lieu of cash—on January 20, 1967 ; 0.136 shares accepted as such a 
sharr distribution on May 26, 1967 ; 5.135 shares purchased for $200 on January 8, 196S; 4.3S6 
shares accepted as such a share distribution on January 19, 196S; 185.736 shares received as a result 
cf the four-for-one stock split on July 16, 196S: S.5S0 shares accepted as such share distribution on 
January 23, 1969; and 20.0S0 shares purchased for $200 on'January—iOr 1969). The first action 
alleges, among other things, that the in\ *stment advisory fees are excessive and that by reason of 
brokerage commissions (which were the standard minimum stock exchange commissions) of Jesup & 
Lamont, The Fund of Funds Ltd. in effect received a rebate and thus purchased shares of the Fund 
at prices different from the public offering described in the Prospectus. The action seeks an injunc¬ 
tion and to have the directors of the iund, the management corporation, The Fund of Funds and its 
affiliate I.O.S. Ltd. (S.A.), and Jesup & Lamont restore to the Fund the brokerage commissions 
paid to Jesup & Lamont and to have such defendants account for, and pay to, the Fund the advisory 
fees received by them since 1963. The. second action alleges, among other things, that the manage¬ 
ment corporation, by the use of reciprocal brokerage, give-ups, and mark-ups and mark-downs in 
over-the-counter transactions, received compensation in excess of the amounts provided for in the 
investment advisory contract, and that such alleged excess compensation should be recaptured for 
the benefit of the Fund and seeks an injunction in addition to damages for failure to sea;re such 
recapture. No recovery is sought irom the Fund, in either action. Nevertheless, this litigation 
will result in additional expenses to the Fund by way of legal services and by way of probable 
reimbursement of expenses incurred by Officers and Directors in defending the suit. It is not 
possible at this Ine to anticipate the amount of such expenses. In the opinion of both the General 
Counsel of the Investment Adviser and Messrs. O’Connor & Farber, Special Counsel retained 
by the Investment Adviser, the suits have no merit. 


By order of the Board of Directors, 


George A. Chestnutt, Jr. 

President 


Dated: June 17, 1969 
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imisiion under the Investment Company Act of 19-K). 
CHESTMTTT CORPORATION AND SUBSIDIARIES 

CONSOLIDATED BALANCE SHEET 
. — December 31, 1968 


Cuaacxr Assets: ASSETS 

Cub . 

Accounts receivable: . 

American Investors Fund, Inc (Note 2).. 


. «•* I«c. *• «—«***. 

Prepaid experses . 


Total current assets 
Pbomxty and Eouir.Mt.VT, at cost: 


Land (Note 4) 7. .7... . 

Office building (Note 4) *.*‘..*.*.**.*... 

Leasehold improvements (Note 7) 7.. 

Furniture, fixtures and equipment ... .. 

. 


Lew-Accumulated depreciation and amortization (Note 8) .. 
Gone will. CoTYXtCHTS, METHODS, Calculates AXO Pmceduies 


Qtboxt LtAWUT.'ts: • LIABILITIES AND SHAREHOLDERS’ EQUITY 

portio * of •f'C-term debt (Notes 4 ar.d 5) 

Demand notes parable to haul- J . 


, Total current liabilities .—-r*—. 

Lovc-Tlsm Debt: .*. 

Mortgas* deb: payable, less current portion (Vo*e 4) 

6% serial income tends due MfiMwSWcSSS &dta (ftii «* 

Shareholders' Eocity: 

Common stock—ro par value: 

r|L“ a* ""-votin*—authorized and issued 25.2C9 shares ... 
uass B, \o.i..g—authorized and issued 12,600 shares. **7 

Retained earnings .. 


Lew-Cost of common stock. 430 shares Ci*ss A and 215 shares Class 
Coxtixcext Liability (Note 6) 


in treasury 


I 39,136 

412.048 

77.193 

489,341 

797.819 

49.879 

U76.075 

• 

333.686 
547439 
11.780 
_ 263462 
1,161,867 
_ 239.779 
922.088 

_1 

82.298AM 


$ 22.762 
580.000 
66.090 
116,472 
27t,468 
205.873 
1.262.6 65 

401J92 

_}61.200 

562.592 


252 

_126 

378 

537,0 29 

537,107 

61,500 

472.907 

133 . 1(4 
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NOTES TO FINANCIAL STATEMENTS 
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No«« 1—PRINCIPLES OF CONSOLIDATION. 

*-* A„ P “'” T ""* 

NoM S—INVESTMENT ADVISORY AGREEMENT WITH 
AMERICAN INVESTORS FUND, INC. 

investment advisory a S raement. The investment advisory aerwJ^ . ^ d ' . rew,vtd P«r»oant to an 

5 ar- * * “ os swrrs 

Asaaltita 

- 1 ■ Tiblait issttnliM 


* ftg . First $50 million 

04 .*.. . Next $50 million 

0 J 5 ... Next $200 million 

(jj . Next $200 million 

_ ..... Excess of $500 million 

iras i 


Koto S-DEMAND NOTES PAYABLE TO BANKS, SECURED. 

*~J o^Srio';, w.Z i c m2£.zj i ?£<£ l St? i£*r - j—t ■«».»*« 

American Investor* Fund Inc The baLce of *\£SlL 1 . lnd * b,tdncj> “ *«“«d by 96.949 shares of 
tlure of American Investors Fund. Inc was $9.25 at ifarch U?w£. ^ ^ "** Va,UC per 

Rota 4—MOSTCACE DEBT: 

~&Z*12£SZ'JL. .1* -**■ - — «* *"«. w-* 


■ A s?i "*** *— * - ^ 

'"a™* gif', 1971. when priori p^‘ becomes 

31. 1953 . .. b> J ta * book val,,e 01 §200.000 at December 

°?ig'**■“? 'b«^.')‘;^iVed' to'sepl 6M% 

IfTll - . '• V"f rematmn* principal and interest of $1112 2 

iss* ffi&*srr» 5 “=«■ ^ 


$ 30,000 
150,000 

221,392 

$401,392 
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Now 5—cr* SERIAL INCOME BONDS: 

Tl* Corporation i» indebted to bondholders in the amount of $171,100 (primarily to aharehoMura) on 6T» 
aerial income bonds due in prir.d;a! wjuiui of $10,200 on each July 31 until July 31. 1975, when the balance 
of $100,000 is due and payable. 

Tha payment cf interest in any year may be limited by the Corporation to the net income of the precedes 
year. However, in the event of nonpayment, interest is cumulative to the extent of 1S% of the principal 
amount of the bonds outstanding. Interest is payable yearly on February 1, and baa been paid to February 1,19/0. 

Not# 6— CONTINGENT LIABULITYi - 

See under “LiRation” in body of Proxy Statement , 

"5a * 

Now 7—LEASED FACILITIES: 

la April, 1967, the Corporation leased office space (being used by the subscription and mailing department) 
for two years at an annual renal o: $6,000 witli an option since exercised to renew for an «>t/iiri/w^ l two-year 
period. 

Not* 8—DEPRECIATION AND AMORTIZATION: 

Depreciation and amortization amounted to $78,394 id 1968 and $85,484 in 1967. The Corporation uses the 
sum of the year digits method in computing its depreciation for the new assets purchased subsequen t to 1967 
and the straight-lice method for all other assets. ' — ** 


OPINION OF INDEPENDENT ACCOUNTANTS 

To the Board of Directozs ^ 

and Share holders of Chestnutt Corporation » 

In our opinion, the accompanying consolidated balance sheet presents fairly the financial position 
of Chestnutt Corporation and its subsidiaries at December 31, 196S, in conformity with generally 
accepted accounting principles applied on a basis consistent with tliat of the preceding year. This 
opinion is based oil an examination which was made by us in accordance with generally accepted 
auditing standards and accordingly included such tests of the accounting records and such other 
auditing procedures as we considered necessary in the circumstances. 

bJaZuAe* t-u«/ . 


PRICE WATERHC 'SE & CO. 


Stamford, Connecticut 
March 14, 1969 
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EXHIBIT I 

INVESTMENT ADVISORY AGREEMENT 
between 

AMERICAN INVESTORS FUND, INC. 
and 

CHESTNUTT CORPORATION 


AGREEMENT made as of September 1, 1960, by and between American Ixvestors Fund, 
c, a corporation organized and existing under the laws of the State of New York (herein called 
"Corporation”), and Chestxutt CoRFOSATiox, a corporation organized and existing under the 
ws of the State of Connecticut (herein ailed the “Investment Adviser"). 

Whereas, the Corporation is engaged in business as an open-end management investment com- 
y, and is registered under the Investment Company Act of 1940,-and-- 

* 

Whereas, the Investment Adviser is engaged in the business, among other things, of rendering 
search, statistical, and advisory sendees to investors, and’ is registered under the Investment 
dvisers Act of 1940. 

Nov/, Therefore, in consideration of the premises and of the mutual promises hereinafter set 
rth, the parties hereto agree as follows: 

1. The Corporation hereby retains the Investment Adviser to render research, statistical and 
isory services to the Corporation, ar.d to assist and guide the officers and directors of the 

rporation in the investment administration of its resources, so long as this agreement sliall remain 
effect. , 

2. The Investment Adviser-herehy accepts such retainer and agrees to render such services 
the best of its ability. 

3. The Corporation will, from time to time, deliver to the Investment Adviser detailed state- 
of the investments and resources o: the Corporation and information as to its investment 

lems. 

4. The Investment Advisor shall, from time to time, to the extent reasonably required in the 
duct of the business of the Corporation ar.d upon its request, make available to the Corporation 
earch, statistical, and advisory reports and chans upon the industries, businesses, corporations, 
d securities as to which such requests shall be made, whether or not the Corporation slu-.ll at the 
nc have any investment in such industries, businesses, corporations, or securities. 

5. The Investment Adviser shall, from time to time, taking into consideration the investment 
quirement* of the Corporation, recommend to the Corporation tliat it adopt specified investment 
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«i"I on >uth rtcomTOt^^m"', 3 "; “hdTrotT /" '"h" 1 * 0,ri,te »: "Kl the Corpse, 

• «». ratio, or exchange , adl ^^ “• Hopt ruth policie. or vk ! 2 ‘. 

Hrntt upon reasonable nM^foTLSlS itotfcd'-'*'^ * M ** al all 

• C T r * H " ‘“ Ch 0,B ” *t»ro as may be 
telephone tcrvice, office equipment and ^ i ’ 1 b ’ , ” n '” and all necessary |j.h> JL, 

•eryice in connection \rith such office- and pw tL*Ll ”. CTOt T 1 | j!' i '’ cleri cal, "nilm* and inessen-er 

• H promotional, travel. ,„d entertain,-;, 0 ^ tt reh^’to ^d cllt''”"'''* '’ tOTlira ' ™ 

°{ 7 f"“ S E5 or^r^chLTnle'o“%tn"" y ‘T bj ’ re **°" o( the adoption 

oith. Investment Adviser, u-heSser Z7Z,°J 7 T'* " reeommtnS^ 

r™ feestication and research or upon investi™t„T.^ , °"a " heen hued upon it, 

hrm.OTeorporation.i 1 such reeommendalio St.e^^f “* * “r ollnr indiriLl 
S': s ha» have been selected srith due mre „d k^TlVs,'l”* “ h ' r M e«^. «™. 

•~r^ how,™ b;:^:,'^,[—>«*««»r WtrSTciSta^s 

J*rees [0 ac-'-pt X! c^adm tw’.l'lM^jea'^e“d h*?" “ 4 "* Im ''>>"*»t Adviser 
for each of the Corporation', fiscal quarters on the last ^ ^.Investment Adviser hereunder 

^»hT m ? E* y aPPhing ,he follo '™g quarterly rate, to the i t qUartcr ’ * fec *n amount 
•t the end of each calendar quarter: * *° the Value of the Corporation', net 

i2fi££ . ASSS toj lw ,Mft», 

02 of 1 % ,r- - ■ 


02 of 1% 
0.15 of 1 % 
0.1 of 1% 
O.0S75 of 1% 
0.075 of 1% 


0.8 of 1% 
0.6 of 1% 
0.4 of ]% 
0.35 of 1% 
0.J of ]% 


on the first $ 50 miUion 
on the next $ 50 million 
on the next $200 million 
on the next $200 million 

"at "'- 1 


OJW million 
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the foregoing computation* shall be made a* t.- *_ I 8 t 

For th e quarter and the year in tvhfch this ™ for the entire quarter 
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- «-Stttzrssc 
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(h) prevent the Investment Adviser artu. , 

Ration, from maintaining J£* £*- Ztj * *' «°* °‘ «« 

Corporation; or ' ock m the opacity of agent for the 

__Prevent th; purchase bv or for the Tm ._< . . . 

Corporation at the price at which such .k lRTCStn * n t Adviser of shares of the stock D f th. 

■* * ~ 

unless sooner teSSS^J^J^ ^hb ° f *T W from the date hereof 
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= 3 »% 

b«ome effective without the affirmative vot* of holders of *’ m ™^cnt contract shill 
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ta rt’’ * ,he Gwrtia*, upco ,j,, r (<0) J, , 
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l°£? m V U Can r*»> Ad of 1940 *^ „, bro « «>e l> ^'" * h,U ^ memiiii detncd in the 
•absolution therefor, as in force at the time. ’ ° r m “T «et amendatory thereof or hi 

For the purposes of this agreement. „ . 

Inreatment Company Act of 1940, as bfa^^TthTrim!^ ^ W * ** meanin * defined in the 
• ob * tU,ltioa therefor, as in force at the time. e. or tn any act amendatory thereof or 

the day mn! year fim™i^^“ heret ° h ™ aused tbU ******* to be duly execoted 


Attest: 


AatmcAN Ittvtsroa* Fokd. Ikc 


Stcrttary 


President 


Attest: 


Chest* tnr CoaroaATioH 


Secretary 


President 
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U. S. DISTRICT COURT 

souther:? district op men york 


ROSALIND FOGEL AND GERALD FOGEL, 

Plaintiffa, 

against 

GE0RG2 A. CHESTNULT, JR., ET AL, 

Defendants 


GO Civ. 2885 


May 16, 1973 
Washington, D. C. 

DEPOSITION OPt 

LLOYD J. DERRICKSON 

called for exanination by counsel for plaintiffs pursuant to 
notice at 115G 15th Street, Northwest, Washington, D. C. 
beginning at 10:08 o'clock a.m. before Stephen B. Miller, notary 
public. When were present on behalf of the respective parties; 
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For the Plaintiffoi 

RICHARD fiEYER, ESQ. 

DANIEL D„A5HER, ESQ. 

Ponornntz, Levy, Haudoh and Block 

295 I'adioon Avenue 

New York, Hew York 10017 

Tor Defendants Chcstnult, et al.s 

CLENDOH H. LEE, ESQ. 

Rogers, Hoge and Hills 

90 Park Avenue 

Now York, New York 1001G 

For Defendant American Investors Fund, Inc. 

ROBERTA KARIIEL, ESQ. 

Royal1, Koegel and Wells 

200 Park Avenue 

Hew York, New York 10017 


WITNESS 

Lloyd J. Derrickson 
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WHEREUPON — 


LLOYD J. DERRICKSON 

vaa called for examination by counsel for Plaintiff, having been 
sworn by Stephen B. Killer, was examined and testified as 
followsj 

EXAMINATION BY COUNSEL ON BEHALF OF THE PLAINTIFF 
BY MR. MEYER: 

ft Mr. Derrickson, state your full name and address for 
the record. 

A Lloyd J. Derrickson, 1735 K Street, Northwest, 
Washington, D. C. 20006. 

ft Hr. Derrickson, what is your occupation? 

A General Counsel for the NASD. My title is Senior 

Vice President and General Counsel. 

ft How long have you been associated with the NASD? 

^ first bcca. ic associated with them as outside coun¬ 
sel in 195C, and then I becamo full tine in 1962 approximately. 

ft The NASD stands for what? 

A National Association of Securities Dealers 
Incorporated. 

ft That is a sdf-regulatory agency under the Securities 
and Excii.ii. „» Act of 1934, is that correct? 
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A. That io right, under the Maloney Act Amendment. It 
is a registered securities association. 

& Mr. Derrickson, are you familiar with the constitu¬ 
tion and rules of the NASD? 

A. Yes, I am. 

(V Have you been familiar with them since 1962? 

A Even before that. 

Q. Are you familiar with the requirements of the NASD 
insofar as they pertain to applications for membership? 

A Yes, I am. 

0- Beginning in 1962, can you tell us what those require¬ 
ments were? 

A Well it is two or three pages of printed material. 

It is in the manual. Would you like for me to try and capsu— 
late it in my own words? 

0- Ko, I won't ask you to do that. Lot me pose you 
certain situations and as!; you your opinion on them. 

Mil. LCL: Mr. Moyer, you have asked for his opinion. 
Are you going to interrogate thi3 witness as to any personal 
knowledge as to any of the parties in this action? 

Mil. MEYER: I do not intend to, but I nay. If I do, 
feel free to speak up at that tine. 

BY MR. r.;VER: 
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0 fir. Darrickcon, it was permissible, was it not, for 
an investment advisor for a mutual fund to obtain NASD member¬ 
ship, is that correct? 

LEE: Objection as to tho form of that question. 

I suggest that the best evidence of the rules of NASD is the 
manual to which the witness has referred. 

BY MR. MEYER: 

ft You may ar */er. 

K If the investment advisor had all tho qualifications 
stated in the by-lav/s and in the statute, yes. 

ft In order to obtain membership, it was necessary, v/as 
it not, to pass a test? 

A For whom? 

ft For tho officers of tho applicant. 

A I don't think thr v/as true in 19G2. Certainly as to 
a registered representative, obviously it was necessary to have 
one. There was a qualifications examination. 

ft Jlaybe you better capsulate the requirements as beet 

you can. 

HR. LEE: Just for purposes of the record, the record 
should show ny objection to this line of questioning. The 

witness has already stated the requirements as set forth in the 
rules. 
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THE WITNESS: They have changed over the years. I 
can’t give you the exact date. Let me put it this way, if you 
would like mo to, it. would have been necessary that some person 
pac3 an examination, some principal or owner, if he were the 
sole proprietor, et cetera. Fairly recently there has been a 
requirement for a principal’s examination, those designated a 3 
principals, and thi3 is spelled out in the manual. 

< Generally speaking, there is a free entry policy. 
Anyone can become a broker-dealer under the 1934 act who meets 
the statutory requirements. Anyone can join the NASD who meets 
the statutory requirements of the state or the federal law and 
who also meets the requirements that we impose, which include 
an examination of the representative and also registered prin¬ 
cipals at this tine. 

a Was it at any time necessary since 19G2 that prior 
to becoming a member of the NASD on applicant actually have 
executed a brokerage transaction? 

A Ho. 

0- 'fas it at any tine since 19G2 necessary for an appli¬ 
cant who became a me;her of the NASD actually to execute a 
brokerage transaction in order to remain a member of tho NASD? 

A No. I should aid of course that I do not think there 
" ro many firms vno go to the trouble of becoming broker-dealers 
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and paying the fees and costa that do not intend to do that, 
and there is a requirement that they state the business thay 
intend to engage in on tho application. It would probably be 
illegal to engage in a brokerage transaction on a regular btsis 
for a parson who is not registered, either with the Commission 
or with tho NASD. 

0 Is there any requirement that a member of the NASD 
hold himself out and do business with the general public? 

A Ho. 

& If an investment advisor of a registered investment 
company applied for membership of the NASD and stated that its 
intention was merely to receive give-ups, when give-ups were 
permissible, and to credit those give-ups against the advisory 
fce3 which it charged to the mutual fund, would that in any 
way restrict it from becoming a raembor of the NASD? 

MR. LLE; Objection as to the form of the question, 
purely hypothetical. 

THE WITNESS: As I understand your question, a 
broj;er-dealer v/ho stated that was his intention would have, in 
all probability, under most circumstances, been admitted on 
tho assumption that ho had the qualifications, had become a 
broker-dealer with tho Co: mission or state. 

MR. LEE: I novo to strike. 


v 
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DY I1R. ftEYER: 

ft Mould your answer to the la3t question be any 
difforcnt if the applicant were an affiliate of the investment 
coupany itself, rather than of the investment advisor? 

MR. LEE: Sane objection, purely hypothetical. 

TIL^ WITNESS: I don't think it made any difference. 

MR. LEE: flove to strike. 

MR. MEYER: I have no further questions. 

EXAMINATION BY COUNSEL ON BEHALF OF DEFENDANTS CHESTNULT, ET AL. 

BY MR. LEE: 

ft Mr. Derrickson, I have a green covered booklet 
captioned National Association of Securities Dealers, Inc., 
reprint of the manual, bearing the date of March 1968. I 
have only one copy and I am not going to ask that this be 
narked, if I can get the cooperation of the counsel for the 
Plaintiffs, but may I shov; you this manual? 

ft. Certainly. 

ft Can you by looking at that manual tell me whether 
between the date of March 1960 and the date in December 1968 
'•hen give-ups were abolished on the National Securities 
Exchanges, whether there v.*erc any changes in the rules with 
respect to definitions of membership in that manual? 

A. No, because this is dated March I960 and I don't 
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havo anything that shows wo what happened from March to 
December. * 

£V And you are net able to tell us of your own recollec¬ 
tion as to whether there were any changes? 

A No. 

ft I invite your attention, Mr. Derrickson, to Section 
1 of Article 1, and for purposes of clarifying the record, I 
will take the liberty of reading it into tho record. 

Article 1 is entitled "ilembership." There is a sub¬ 
heading which nay bo editorial, I do not know, but in this 
printing it says* 

"Qualifications for membership. Section 1. Any 
broker or dealer authorized to transact and whose 
regular course of business consists in actually 
transacting any branch of the investment banking or 
securities business in the United States, under the 
laws of any state and or tho laws of the United States 
shall be eligible to membership in the corporation, 
except such brokers or dealers as are excluded pur¬ 
suant to Section 2 of this article." 

Is that the definition which was in effect at the 
tine of tho printing of that nanual in March, I960? 

A I feel quite sure it is. 


I thinl; it has not been 
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changed since its inception in 1939. 

0 Skipping on down to Section 3, which appears on page 
1059 of thi3 printed manual under the caption "Definitions," 
Section 3 then read3: 

"When used in these By-Laws, unless the context 
otherwise requires: 'broker* Subparagraph a, the 
term broker means any Individual, corporation, 
partnership, association, joint stock company, 
business trust, unincorporated organization or 
other legal entity engaged in tho business of 
■ ffecting transactions in securities for the account 
of others but doe3 not include a bank." 

Wow I ask you, Mr. Derrickson, whether to the best 
of your recollection that is a true statement of tho definition 
as it existed . „i March 1968 at the time this manual was 
apparently printed? 

A. I don’t remember if it was, but I can answer it this 
way: you just read it, and I would say that that is the 
original definition dating back to 1939, as approved by the 
Conciseion, and I don't think it has been changed. 

ft Hasn't been changed either between March 1968 and 
December 1963, nor since that time? 

A. 


Correct. 
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0 I invite your attention to the further definition in 
Subparagraph b of Section 3 which I will likewise read into 
the record, if I nay. 

"Dealer3. (b) The terra 'dealer' means any individual, 
corporation, partnership, association, joint stock 
company, business trust, unincorporated organization 
or other legal entity engaged in the business of 
buying and selling securities for his ovm account, 
through a broker or otherwise, but does not include 
a bank, or any person insofar as ho buys or sells 
securities for his ovm account, either individually 
or in some fiduciary capacity, but not as a part of 
a regular business." 

Mr. Derrickson, is that Subparagraph (b), which I 
have just road to you, and as reprinted in this March 1968 
manual, to the best of your recollection an accurate statement 
of the definitional provision with respect to dealer as it 
applied in March, 12CG? 

A. Yc-3, it is. If that is the correct manual, if there 
arc no misprints, that is what it would have been in ny opin~ 
ion. I can't say precisely that I remember that that is what 
it was then, but I don't think I will answer it the sane way 
as I did the prior question. 
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ft So to tho beat of your knowledge, that is an accurate 
statement of the definitional part of the rules? 

A. Yea, 

ft And continues in effect in substantially this form 
today? 

A. If not identical, I would say identical. 

% 

ft I understood you to say in your direct examination 
that obviously a broker-dealer would have to have a registered 
representative, one or more registered representatives, wa 3 
that correct? 

! 7. MEYER: I object. The record will show what the 
witness said. 

THE WITNESS: In order to transact business a person 
or an individual would have had to qualify by passing an 
examination in order to do business. 

3Y MR. LEL: 

ft A r a registered representative? 

A. Yes. 

ft And such a registered representative would be doing 
business for others I take it, the definition of broker, which 
I read to you? 

A. That is right. 

MR. MEYj-U: May I have a clarification. Do you mean 
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"by others," you moan others than himself? Ia that what you 
mean? 

MR. LEE: I think the rule states — 

Mr.. MEYER: I do not know if the witness understood 
tho question properly. I so understood it as meaning, when you 
rofer to "others," as others them himself. 

MR. LEE: I think that is very likely a correct 
interpretation. The definition of "broker" includes the language 
“engaged in the business of effecting transactions in securities 
for the account of others." 

MR. MEYER: Your question did not concern tho broker. 

It concerned a registered representative. 

3Y MR. LEE: 

Qi Would a registered representative be the means whereby 
a securities transaction was effected for others? 

A Yes. It is not the only way. A registered represen¬ 
tative might be a principal. There might be only one person 
in the firm — 

r 

(X Hut that person would be a registered representative? 

A That is right. 

Q. And would need to be a registered representative in 
order to transact business for others? 

A 


That is right 



14 


,i99a 

Q Mr. Derricknon, was it ever the policy of the NASD 
to include within its membership applicants who did not effect 
transactions and securities for the account of others? 

A The statute requires that v;o accept members if they 
qualify under the by-laws and other requirements that the Board 
sets out in the manual. In this case it is terms of a schedule, 
setting forth examination requirements, et cetera,which you 
have read I am sure. 

If I understand your question correctly, you say wa 3 
it ever the policy to exclude persons who did not do business? 

MR. LEE: I think I will ask the reporter to read 
the question. 

(Question read by reporter.) 

BY MR. LEE: 

0 So that I ask it in terras of including in the mem¬ 
bership persons or entities who did not transact business 
for others? 

A. The association never had a stated policy or took a 
position in terras of inelaiihglsuch persons. The statute 
required that they be admitted, if they were going to engago 
in business. 

Ci That is not ray question. 

iHX. MEYER: Lot the witness finish his answer. 
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Till’. WITNESS: I an not sure what you moan by the 

question. 

DY MR. LEEi 

a I an quoting your own rule, Mr. Derrickson, your 
definitional rule, that membership ns a broker would require 
that a person bo in the business of effecting transactions in 
securities for the account of others. 

MR. MEYER: I object to your statement of the rule. 
That is not what the rule provides. The rule speaks for itself. 

. MR. LEE: I am trying to interrogate this witness as 
to whether it was the policy of the NASD to admit people who 
did not meet this requirement of the definitional rule of 
transacting business for others. 

MR. MEYER: I object to your characterization of it 
as & requirement. 

THE WITNESS: You want no to try and answer it now? 

MR. LEE: I would like for you to answer. 

MR. MEYER: Yc. nay answer. 

THE WITNESS: Obviously from the definition, the 
intention is that the applicant intend to conduct a business 
as a broker or dealer. The association, if ny recollection is 
accurate, at one time attempted to either exclude from raenber- 
chip or to deregister L; okcr-dcalor3 who vero not doing 
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business. 

DY ItR. LEU« 

Q. Tor others? 

A. Tor anyone. In other words, dormant type operations. 
How this is subject to review by anyone, because if I am correct, 
L ‘.IditEn. i the Commission I thinl; - topped us from doing that. 
Thin goc3 bach quite some yoars, as I recall, on the theory 
that the statute permitted them to become members and that they 
could engage in business at any given moment, despite tho fact 
that they, nay not be doing so at any given time. So that 
generally spraying, under the philosophy of tho Maloney Act, 
as we understood it, a person stating a desire and qualifying 
otherwise would be admitted to membership. 

How if I understand your question or what you are 
driving at, it goes to whether or not what is transacting 
business — I don’t have a phrase in front of ne — and would 
we have excluded a perron who stated that his business was 
receiving give-ups? 

(1 That is not my question. My question relates solely 
to h!»o actual fact or the bon.ifidc intent of an applicant to 
transact business for others in securities, to effect 
securities transactions for others? 

A. '..ell, I cr.»i say we have never had a policy of delving 
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into that question or question, ng what is — what the appli¬ 
cant's bonafide intentions were. 

Q Dut if you did require either that the applicant do 
business or net forth an atter.pt to do business for others? 

A. The form is clear on this; and if you were to get the 
form or if I wore to get then for you, you could see what the 
question i3, I do not recall offhand. But there is a question, 
if I an correct, asking the applicant what type of business he 
intends to engage in. So there would be a statement on the 
applicant's application fom so indicating. 

0 Ilr. Derrickson, I invite your attention to the third 
• subparagraph of Section 3, which is captioned "Investment Bank¬ 
ing or Securities Business." And since I don't have an extra 
copy of this, I will proceed in the same manner as I did before. 

JIB. MEY . B: Off the record. 

(Discussion off the record.) 

BY MB.. LEE: 

(X It reads: "Investment bunking or securities business, 
(c) The tern 'investment banking or securities business' means 
the business, carried on by broker or dealer, of underwriting 
or distributing issues of securities, or of purchasing 
securities and offering the cane for sale as a dealer therein, 
or of purchasing and selling securities upon the order and for 
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the account of other:;; provided, however, that the term 'invest¬ 
ment banking or securities business' shall not include 
transactions or regularly organized exchanges, but such term 
shall include all business relating to such transactions to 
the extent such business is not conducted by a member of such 
exchange, or by any person or organization having the privilege 
of any such exchange for itself or any of its partners or 
executive officers.” 

A. I have road it. 

0 To the bo3t of your recollection, is this a correct 
statement of the rule as it existed in March 1908? 

A. Yes, 1 think it is. 

Q. And 3uch rule would have continued to exist through 
December 1968 when give-upa were abolished? 

A Yes. 

C Does it comport with your recollection as being sub¬ 
stantially the existing provision of the rule? 


A. Yes. 

Cl X invito your attention to the language "carried on 
by a broker or dealer" and skipping a few words "and offering 
t.ie onr.o for sale as a dealer therein, or of purchasing and 
celling securities upon the order and for the account of others, 
LV<-; that Kciui to your mind that a broker or dealer 
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would havo to do these things In order to comply with the 
definition of broker and dealer and to engage in membership 
to become a member of NASD? 

A. Whan you say "above" — 

MR- I32YER* Could I have the question read back. 

(Question read by reporter.) 

!1R. MEYER: I object to that. You are reading only 
part of the definition. It later says that that the tern 
investment banking or securities business shall include all 
business relating to ouch transactions, which refer to trans¬ 
actions on exchanges, and I think that is in addition to the 
language that you read. 

* t 

DY MR. LEE: 

0 Bearing in mind Mr. Meyer’s further quotation from 
the definition, Mr. Derrickson, can you answer my question now 
that a broker or dealer would have to either do these functions 
or have a bonafide intention of doing those functions in order 
to moot the earlier requirements of Section 3? 

MR. MEYER: I don't know what you mean by "these 
functions." I think if you include the language that I read, 
which at least to my thinking includes the receipt of give-ups, 
then I will accept the definition of "these functions." 

MR. LEE: I will not accept that in any way, shape 
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or form. 

HR. ilEYER: Then your question is very unclear to ne. 

I object to it. 

HR. LEE: I have no further questions, Mr. Derrickson. 

THE WITIJE55: .May I go off the record? 

HR. LEE: Yes. 

(Discussion off the record.) 

BY HR. LEE: 

ft Well see if you can answer that question. 

A. • You said to my nine! is there a requirement that a 

broker-dealer fulfill the definitional statement in our by-laws, 
and as I indicated earlier, the application form indicates that 
he is to state v;hat ho intends to do. I would not necessarily 
think that he must act as a broker, as stated in the definition. 
He could also act a3 a dealer, obviously; and, thirdly, the 
transactions in connection with "the other types of business 
related to" would have a bearing. I think it is a very broad 
statement of what the investment banking securities industry 
is. Lxactiy what it means in any given set of facts or 
circumstances would depend on what they were. 

**•*• Li.E; i have no further questions. 

MS. KLEMEL: I have a question. 
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EXAMINATION BY COUNSEL ON BEHALF OF DEFENDANT AMERICAN INVESTORS 

FUND, INC. 

BY IIS. KARMEL: 

Q. Ilr. Fcrrickoon, *re you aware whether during the 
period 1962 until give-uns were abolished by the Mew York Stock 
Exchange there were any NASD members whose sole function was 
the receipt of give-up3? 

A I can't say for certain, but I think there probably 
were. That would bo my b03t estimate. 

Q. Do you know of any specific broker-dealers? 

A Rig}it today — I have some recollection that we did 

have such members, but I nn not suro who it was and when it was. 
I have some recollection it could have been Kansas City 
Securities, for example. 1 can't say obviously, I don't know. 

FURTHER EXAMINATION BY COUNSEL ON BEHALF OF DEFENDANTS CHESTNULT, 

BT AL 

BY MR. I,EE: 

0• May I just ask this one question brought out in effect 

by Ms. Kurmel's question. Kansas City Securities is of course 
a distributor of a load fund, is it not? 

MR. KRASNER: I object to that statement. 

MR. MEYER: You can't object. Let him ask it. 

BY MR. LME: 
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ft Can you answer the question? 

A. I don't know, i think the distributor for that 
cjrcup of funds i3 Waddell and Rood. I think Kansas City 
Securities and I could bo entirely incorrect on the timing 
of this — I think Kansas City Securities was a separate 
entity forned solely for another purposo. 

ft Xt is a load fund. The funds in Kansas City group 
are load funds, arc they not? 

A. Yes. 

HR. LEEx No further questions. 

HR. MEYER: No questions. 

aIIE WITNESS: Can I go off the record? 

(Discussion off the record.) 

MR. MEYER: I will frame a question. Mr. Dcrrickson 
just stated a clarification off the record to me, which I will 
not ask that he put on the record. 

MR. LEE: I object to the form of that. I don't want 
a statement nade. It wa3 a hypothetical statement. If you 
want to ask : hypothetical question of the witness — 

MR. MEYER: I will withdraw that. I will ask him a 
hypothetical question. 
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FURTHER EXAMINATION BY COUNSEL OH BEHALF OF PLAXHTIITS 
BY HR. MEYER: 

Cl Mr. Derrickson, if you had received an application 
from anyone saying that they wanted to become a member of the 
NASD for the solo purpose of receiving give-up3 and crediting 
those give-up3 against advisory fee3 charged by such applicant 
to a fund that it was advising, would the NASD have refused 
that application? 

MR. LEE: Objection to the form of tho question. 

THE WITNESS: No, I don't think we would have refused 
it. 

MR. LEE: Move to strike. Purely hypothetical. 

MR. MEYER: That's all. 

(Whereupon at 11:40 o'clock a.m. the taking of the 

deposition was concluded.) 
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BY-LAWS 


ARTICLE I 
Membership 


< . ! • 


. 1 . . 


I ||01 Qualifications for Membership .. 

t , , | 

Stc. I. Any broker or dealer authorized to transact and whose regular cours^ 
of business consists in actually transacting any branch of the invest- 
•iitnt banking or securities business in the United States, under the laws of 
any State and/or the laws of the United States, shall be eligible to mcniber- 
s | l1 |, ( |, the Corporation, except such brokers or dealers as arc excluded pur- 
...,nt to Section 2 of this Article. 

1 1102 Restrictions on Admission to or Continuance . , 

in Membership 

Src.2. (a) No broker or dealer, except with the approval or at the direction 
of the Securities and Kxchangc Commission (hereinafter referred to 
in tlir-i By-Laws as the Commission), in cases in which the Commission 
and* it appropriate in the public interest so to approve or direct Pursuant to 
reiion ISA of The Securities Kxchangc Act of 1034, as amended vbereinafier 
referred to as the Act), shall he admitted to or continued in membership in 
(lie Corporation if such broker or dealer, whether prior or subsequent to be- 
iniiiiug such, (A) has been and is suspended or expelled front a registered 
national or affiliated securities association, registered pursuant to Section 
I ; \ of the Act, or from a national securities exchange, registered pursuant 
t.. Section It of. the Act, or has been and is barred or suspended from being 
i--.'dated with all members of such association or national securities ex- 

• h.inge for violation of any rule of such registered securities association or 
iutioii.il securities exchange which prohibits any act or transaction con- 
.muting conduct inconsistent with just and equitable principles of trade, or 
requires any act the omission of which constitutes conduct inconsistent with 
jii't ami equitable principles of trade; or (H) is subject to an order of the 
t •uniisvin denying, suspending or revoking his registration pursuant to 
Vrtinii Is of the Act, or expelling or suspending hint from membership in a 
tigi-tered securities association or a national securities exchange, or barring 
"i 'impending him from being associated with a broker or dealer; or (C) by 
hi' conduct while associated with a broker or dealer, was a cause of any 
•"'pension, expulsion, or order of the character described in clauses (A) or 
•hi, which is in effect with respect to such broker or dealer, or (D) has 
-••■ociatcd with bint any person who is known, or in the exercise of rensnn- 
<blr care should be known, to him to be a person who, if such person were a 
broker or dealer, would be ineligible for admission to or continuance in 
uirniliership under clauses (A), (B), or (C) of this section. 

fb> No broker or dealer shall be admitted to or continued in member* 

* up m the Cor|Miration if the Hoard of Governors deems it appropriate. u«t- 
f “ '" r Uoininission directs otherwise in cases in which the Commission finds 
it appropriate in the public interest so to direct, if such broker or dealer, 

NASD Manual U.|. I, 2 'll 111*2 
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whether prior or subsequent to becoming such, or any person associated 
with such broker or dealer, whether prior or subsequent to becoming so 
associated, has been and is suspended or expelled from a national securities 
exchange or has been and is barred or suspended from being associated with 
all members of such exchange, for violation of any rule of such exchange. 

(c) In those cases where the Roard of Governors deems it appropriate, 
no broker or dealer shall he admitted to or continued in membership in the 
Corporation if such broker or dealer, whether prior or subsequent to becom¬ 
ing such, or any person associated with such broker or dealer, whether prior 
or subsequent to becoming so associated, (A) has willfully made or caused 
b be made in any application or report filed with the Corporation, or in any 
proceeding before the Corporation with respect to membership or registra¬ 
tion, any statement which was at the time and in light of the circumstances 
under which it was made false or misleading with respect to any material 
fact, or has omitted to state in any such application or report any material 
fact which is required to be stated therein; or (B) has been convicted within 
the ten years preceding the filing of an application or at any time thereafter 
of any felony or misdemeanor which the Corporation finds involves the pur¬ 
chase or sale of any security or arises out of the conduct of the business of a 
broker, dealer or investment adviser; or which involves embezzlement, fraud¬ 
ulent conversion, or misappropriation of funds or securities, or which involves 
mail fraud, or fraud by wire, radio, or television; or, (C) is permanently or 
temporarily enjoined by order, judgment, or decree of any court of competent 
jurisdiction from acting as an investment adviser, underwriter, broker, or 
dealer, or as an affiliated person or employee of any investment company, 
bank or insurance company, or from engaging in or continuing any conduct 
or practice in connection with such activity, or in connection with the pur¬ 
chase or sale of any security. ^ 

(d) No broker or dealer shall be admitted to or continued in member¬ 
ship and no natural person shall become or continue to he associated with a 
member, except with ttfh approval or at the direction of the Commission in 
cases in which the Commission finds it appropriate in the public interest so 
to approve or direct, unless such broker or dealer or person associated with a 
member is qualified to become a member or a person associated with a mem¬ 
ber in conformity with specified and appropriate standards with respect to 
the training, experience, and such other qualifications as the Board of Gov¬ 
ernors finds necessa'ry Ttr desirable, and in the ease of a member, the financial 
responsibility of such member. 

»»In establishing and applying such standards, the Board of Governors 
may classify members and persons associated with such members, taking 
into account relevant matters including the type of business done and se- 
duritics sold. The Board of Governors may specify that all or any portion of 
such standards shall be applicable to any such class and may require the 
persons in any such class to be registered with the Corporation. 

Such classifications, qualifications, registration requirements, standards 
and exceptions thereto shall be incorporated in Schedule “C" att iched to 
and made a part of these By-I-aws. Within the limitations provided herein, 
the Board of Governors shall have the power to adopt, alter, amend, supple¬ 
ment or modify the provisions of Schedule "C” from time to time without 
recourse to the membership for approval, as would otherwise be required by 
Article IX hereof, and Schedule “C”, as adopted, altered, amended, supple- 

, mented or modified, shall become effective as the Board of Governors may 
prescribe unless disapproved by the Commission. 

! 1 1102 Art. 1. Sec. 2 © 1968, Commerce Clearing House, Inc. 
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• • • Explanation by the Board of Governors. 


Details of Qualification Examination—Continued 


MHjTH DAKOTA: Aberdeen, VERMONT: Montpelier 

rrvfltS&F M k- VIRGINIA: Norfolk, Roanoke 

] ENNESSLE: Memphis, WASHINGTON: Seattle 

Nashville Spokane ’ 

TEXAS: Abilene, Amarillo, WEST VIRGINIA • n,,,i ' 

C“P»* Chrttti, Dallas, El P.so, WISCONSIN 0™^'“'°" 
W%fSftl£rSSr WVOM.NG: Caspar * 

EXAMINATION CENTER HOLIDAYS 

Examinations which fall on the following holidays will be given 

Fxa^Ton cinter?"'” ^ ”“ pt “ " 0ted on the “ Schcd ^ 


New Year’s Day, January 1 Veteran’s Dav Orintw, x»k 

Washington’s Birthday, February, Monday ’ ’ 

, rSf:? Election Say, November. 1st 

Good Friday Tuesday after 1st Monday 

.Memorial Day, May, Last Monday Thanksgiving Day, November * ■ 
Independence Da,, July 4 4l h Thursday ' 

: I'uCnta^Octoto. , 2"5" dar Ch ' i,,m “ D ‘r- Deeen.be, 2S 

Monday 

• • • Resolution of the Board of Governors _ 

Similarity of Membership Names 

, - » N ° P 5 rs ° n or finn sh »ll be admitted to membership in the Cor- 
poratipn having a name which is identical to the name of another 
number appearing on the membership roll of the Corporation or a 
name so similar to any such name as to tend to confute or mislead 
I lf •. ,° men ’h® r shall be continued in membership in the Corporation 

• , * ' ts na |" e *° the name of another member appearing o! 

* * '"^ bfrsh, P ro » of ‘he Corporation, or to a name so similar to 
a i) siclr namc as to tend to confuse or mislead. 

|Resolution adopted effective June 1, 1970.) 

® ^03 Definitions 

S ioir” When ^ thMe By * Laws ’ unless the otherwise requires: 

*« o *<Vti^^jo^n™ tock°comnanif"k a " y i 'f viduaI ’ corporation, partnership. 
vr other legal entity engaged in’thrT*** trUSt ; u " ,nc ? r P orat ed organization 

ts** ssr* on5 “• 

•»'ocist 1 M h ioim l stock a comu!!lf» n K ^ ind ' v ‘‘ ,l *al, corporation, partnership, 
•* other legal entity engaged in’th u ^ ,ncss ,rus )> un, . ncor Porated organization 
f«w his own account through ‘he business of buying and selling securities 
bank. or any pe rS on i nso f ar g a , L i ° r 0 ‘ h "w.se, But does not include a 
»:«hrr individually or in some fi« Uy * ° T SC 8 s * cun * lcs f° r his own account, 
tegular business fifluciary capacity, but not as a part of a 

^ASD Miniui 
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"Investment bonking or securities business” 

(c) The term “investment banking or securities business” means the 
business, carried on by a broke/ or dealer, of underwriting or distributing 
issues of securities, or of purchasing securities and offering the same for 
sale as a dealer therein, or of purchasing and selling securities upon the order 
and for the account of others; provided, however, that the term “investment 
banking or securities business ’ shall not include transactions on regularly 
organized exchanges, but such term shall include all business relating to 
such transactions to the extent that such business is not conducted by a 
member of such exchange, or by any person or organization having the 
privilege of any such exchange for itself or any of its partners or executive 
officers. 

“Member" 

(d) The term "member” means either any broker or dealer admitted to 
membership in the Corporation or any officer or partner of such a member 
or, as provided in Section 5 of this Article, the executive representative of 
such a member or the substitute for such a representative. 

“Bonk" 

(e) The term "bank” means (A) a banking institution organized under 
the laws of the United States, (B) a member bank of the Federal Reserve 
System, (C) any other- banking institution, whether incorporated or not, 
doing business under the laws of any State or of the United States, a sub¬ 
stantial portion of the business of which consists of receiving deposits or 
exercising fiduciary powers similar to those permitted to national banks un¬ 
der section 11 (k) of the Federal Reserve Act, as amended, and which is 
supervised and examined by State or Federal authority having supervision 
over banks, and which is not operated for the purpose of evading the provi¬ 
sions of this title, a/idi^D) a receiver, conservator, or other liquidating agent 
of any institution or firm included in clauses (A), (B), or (C) of this 
paragraph. 

"Person associated with a member" 

(f) The term “person associated with a member” means every sole 
proprietor, partner, officer, director, or branch manager of any member, or 
any natural person occupying a similar status or performing similar func¬ 
tions, or any natural person engaged in the investment banking or securities 
harness who is directly or indirectly controlling or controlled by such mem- 
ber, whether or not any such person is registered or exempt from registra¬ 
tion with the Corporation pursuant to these By-Law 3 . 
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Application for Membership 


(*) Application for membership in the Corporation, properly signed 
by the applicant, shall be made to the Board of Governors, on the 
form to be prescribed by the Board, and shall contain: 

Membership agreement 

(1) An acceptance of and an agreement to abide by, comply with, 
. and adhere to, ail the provisions, conditions, and covenants of the Ccrtifi- 
catc of Incorporation, the By-Laws, the rules and regulations of the 
Corporation as they are or may from time to time be adopted, changed 
or amended, and all rulings, orders, directions and decisions of, and pen- 
, alties imposed by, the Board of Governors or any duly authorized com¬ 
mitteeprovided however, that such an agreement shall not be construed 
as a waiver by the applicant of any right to appeal as provided in the Act. 

11104 Art. I. Son. 4 © 1971, Commerce Clearing House, Inc. 
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FOR THE SOUTHERN DISTRICT OP NEW YORK 


ROSALIND FOGEL and GERALD POGEL, 

Plaintiffs, 

-against- 

GEORGE A. CHESTNUTT, JR., et al.. 

Defendants. 


68 Civ. 2885 (I.B.W.) 


BE IT REMEMBERED that, pursuant to Notice of Taking Deposition 
and on Thursday, the 24th day of May, 1973 , commencing at the hour 
of 9;30 a.m. thereof, at the Pacific Coast Stock Exchange, 

301 Pine Street, San Francisco, California, before me, 

RICHARD CORVILLE, a Notary Public in and for the City and County of 
San Francisco, State of California, there personally appeared 

THOMAS P. PHELAN, 


called a3 a witness by the plaintiffs herein, who, being by me first 
duly sworn, was thereupon examined and interrogated as is hereinafter 
set forth. 

Messrs. POMERANTZ, LEVY, HAUDEK & BLOCK, 295 Madison Avenue, 

New York, New York 10017, by RICHARD M. MEYER, Esquire, appeared as 
counsel on behalf of the plaintiff- 

Messrs. ROGERS, HOGE 6 HILLS, 90 Park Avenue, New York, 

New York 10016, by CLENDON H. LEE, Esquire, apoeared as counsel on 


behalf of the defendants. 

Messrs. MUNGER, TOLLES, HILLS & RIChERSHAUSER, 606 South Hill 
Street, Los Angeles, California 90014, by CHARLES E. RICKERSIIAUSER,JR 
Esquire, appeared as counsel on behalf of the Pacific Coast Stock 
Exchange. 


• AN FRANCISCO 
M7-SAIS 
OAKLAND 


DOIDGE. CARROLL. SHEFFIELD 6 MINLV 
CERTIFIEDSHORTNANO reroatehs 
DEPOSITION NOTARIES 




REDWOOD CITY 
IAS-1716 
SAN RAFAEb 
__ 
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EXAMINATION BY MR. MEYER 1 n ^ 

MR. MEYER: Q. Mr. Phelan, would vou please state your full 
name for the record, please. 

A. Thomas P. Phelan. I live — residence at 152 Bella Vista in 
Belvedere, California. 

• , 

Q. What is your occupation? 

A. I am the President of the Pacific 4mm4 Stock Exchange. 

Q. And how long have you'been the President? 
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A. Since March the 15th, 19j/l. 

Q. As President, is it your duty to enforce the rules of the 
Exchange? A. It's one of my duties, yes. 

Q. And I take it you are familiar with the rules of the Exchange. 

A. Fairly well, yes. 

Q. Mr. Phelan, are you familiar with the rules which provide for 
approved nonmember status? A. Yes. 

Q. Is approved nonmember status also referred to as preferred rate 
membership? A. Not membership -- preferred rate 

privilege. 

Q. Preferred rate privilege. I take it the two terms are used 
interchangeably? A. We call it a preferred rate firm 

Provision is that they can't refer to this as a membership in the 
Exchange in any way. 

■ 

Q. Uh-huh. 

MR. LEE: At this point/ Dick, may I put -- Mr. Meyer, at this 

point, may I put on the record our objection to the taking of the 
testimony of this witness as being totally irrelevant. 

MR. MEYER: Q. How long has the Pacific Coast Exchange provided 
for approved nonmember status? 
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2 i 6a 

A. I can't recall the date, but It’s roughly since about 1935, in 
the middle '30's. 

MR. RICKERSHAUSER: Could we go off the record a second? 

MR. MEYER: Surely. 

(Discussion off the record.) 

MR. MEYER: Q. To whom is the approved nonmember status 
available? 


A. It's available to members of other 

^ 5kECO 

registered stock exchanges-, members of .the N.S.D. or suiiinyt.f our 

WiTMuO . * - 


the continental limits of 


organizations, or banks operating 
the United States. 

Q. The rules of the Exchange provide for a discount to approved 
nonmembers; is that correct? A. Right. 

Q. And what is that discount? A. 25 percent of 

the regular nonmember rate. 

Q. And -- 

MR. LEE: May we have a pinpoint as to time here? 

■ MR. MEYER: I'm looking at this — 

MR. LEE: All right. 

MR. MEYER? Q. How long has that been in effect? 

A. Well, it's been in effect on the Pacific since its inception in 
1957, and the predecessor Exchanges back into the '30's. 

Q. And has it always been 25 percent? A. Yes. 

Q. Now, I'm going to show you, Mr. Phelan, a copy of the 
Constitution and Rules of the Pacific Coast Stock Exchange . I'll not 
mark it, because this is my only copy. It's dated January, 1969, 

And direct your attention to Rule 4, Section 2, and ask you whether 
that is the provision to which you have reference when you refer to 
discounts to approved nonmembers? A. Yes. 
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Q. Thank you. 

I think, on second thought, I will mark that. All right, 
Reoortcr, please mark that as Plaintiffs' Phelan Exhibit No. 1. 

(A booklet entitled Pacific Coast Stock Exchange , 
Constitution and Rules , January, 1969, was marked 
as Plaintiffs' Exhibit No. 1 for identification, 
and retained by Counsel.) 

MR. MEYER: Q. Now, in addition to the discounts, was there 
available to approved nonmembers prior to December 5th, 1968, 
give-ups? A. Yes. 

Q. And what portion of commissions could be given up to approved 
nonmembers? A. Same amount. 

Q. 25 percent? 

Now, I show you a two-page document taken from the Pacific Coas t 
Stock Exchange Guide , prior to 1968, which I will ask the Reporter 
to mark as Plaintiffs' Exhibit No. 2. 

(Photocopies of two pages entitled "Investment 
Fund Orders," pages 3091 and 3092, were marked 
as Plaintiffs' Exhibit No. 2 for identification, 
and retained by Counsel.) 

MR. LEE: For the purpose of the record, Mr. Meyer, you stated 
that was prior to 1968. Is there any identifying date on any of the 
pages there which can give us a further identification? 

MR. MEYER: The only identification is the CCH notation up hers 
that says 5-68. 

MR. LEE: Thank you. 

MR. MEYER: Which indicate it was prepared in May, 1968. 

Q. Mr. Phelan, this purports to be Rule 4, Section 5, of the Rules 

SAN FRANCISCO DOIDGE. CARROLL, SHEFFIELD 6 MINDER AEOROOO CITY 
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of the Pacific Coast Stock Exchange. Prior to this amendment in 

December, 19r8, can you look at that and tell me if you understand 
that to be correct? 

A. I recall those rules. 

Q. Now, give-uos are no longer available to approved nonmembers, 
is that correct, since December, 1968? 

A. That's right. 

Q. Discounts, however, still are; is that right? 

A. That's right. 

0. If an approved nonmember receives a — strike that. If prior 
to December, 1968, an approved nonmember had received a give-up, 
and the approved nonmember was an investment advisor of a mutual 
fund, would the Exchange have taken any action to preclude the 
approved nonmember from crediting the advisory fee of the mutual fund 
in an amount equivalent to the amount of the give-up? 

MR. LEE; Objection as to the form of that question. Purely 
hypothetical. 

MR. MEYER; You may answer. 

A. A3 I understand your question, no, we would not object. 

Q. I ask the Reporter to mark as Plaintiffs' Exhibit No. 3 a copy 
of the letter on the letterhead of the Pacific Coast Stock Exchange, 

over the signature of Mr. Phelan, to Mr. Caleb Loring, Jr., dated 
July 25, 1968. 

(A photocopy of a letter to Mr. Caleb Loring, Jr., 
dated July 25, 1968, was marked as Plaintiffs' 

Exhibit No. 3 for Identification, and retained by 
Counsel.) 

MR. LEE: May I see the Exhibit after it's marked? 
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(Pause while Counsel examines document.) 

i 

MP(. MEYER: Q. Can you identify Plaintiffs' Exhibit No. 3, 

Mr. Phelan? 

(Pause while Witness examines document.) 

THE WITNESS: Yeah, looks like the letter r tny signature. 

MR. MEYER: Q. Was that ~ 

A. A copy of it. 

Q. -- prepared after consultation and advice with any members 
of the <Board of Governors or with Counsel? 

A. I d' n't recall. 

May I see that letter again? I don't remember — are you going 
to ask me something about the letter? 

Q. Nothing further. A. Oh, all right. 

Q. I'll ask the Reporter to mark as the next Exhibit a document on 
the letterhead of the Pacific Coast Stock Exchange, entitled 
"Preferred Rates of Commission." 

(A photocopy of a one-page document entitled 
"Preferred Rates of Commission," Pacific Coast 
Stock Exchange, was marked as Plaintiffs' 

Exhibit No. 4 for identification, and retained 
by Counsel.) 

MR. MEYER: Q. Can you identify that document, Mr. Phelan? 

A. Uh-huh. 

Q. Can you describe it, Mr. Phelan? What is it? 

A. This is an announcement on our preferred rates of commission, 
and who s eligible for them, and how they're applicable, and just 
information generally on the use of that Rule. 

0. Is the application fee still the same? 
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A. I don't recall, what is it there? 2 203 

Q. $100 per year. 

A. Yes — wait a minute, wait a minute, wait a minute — no, no, 
no. That's as of right now, ycu mean? 

0. Yes. A. No, that has been changed. And it is now 

a thousand dollars. 

Q. When was that changed? A. This last year. 

Q. Prior to that, it had been a hundred dollars? A. Right. 

Q. Is that each year, or is that an initial fee? 

A. That's each year. 

Q. With respect to discounts, does the Exchange take the same 
position which you stated that they took before, with respect to 
give-ups? Namely, that they do not preclude an approved nonmember 
who is an investment advisor of a mutual fund from crediting his 
advisory fee charged the mutual fund with an amount equivalent to 
the amount of discount? 

MR. LEE: Objection to the form of the question. 

MR. MEYER: You may answer. 

A. We won't have any objection. 

Q. If an applicant for approved nonmember status is a member of the 
N.E.S.D., does the Exchange make any distinction as to whether the 
applicant advises a load fund or a no-load fund? 

MR. LEE: Objection to the form of the question. 

MR. MEYER: You may answer. 

A. No. 

Q. I have no further questions. 
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EXAMINATION nY MR. LEE 2 2 1a 

MR. LEE: Q. Mr. Phelan, I invite your attention to Section 1 
of Article VII of your Constitution as set forth in Plaintiffs' 
Exhibit No. 1 Phelan, which is the January, 1969 edition. And for 
purposes of the record, I will read that Section 1, and then show 
it to you. 

It's also marked by "CCH" as paragraph no. 14018, under the 
caption, quote, "Eligibility.," unquote. It states. Section 1, 
"Membership in this Exchange shall be limited to individuals who 
must be at least 21 (twenty-one) years of age and citizen of the 
United States, and whose chief business is that of transacting 
business as a broker or dealer in securities," close quote. 

I show you that, Mr. Phelan, and ask you whether prior to 
January, 1969, that was substantially the description of eligibility 
for the preceding several years in your Constitution? 

MR. MEYER: Eligibility for — 

MR. LEE: Eligibility for membership. 

THE WITNESS: Yes, I would say that's true. 

Q. And I show you what your Counsel has. kindly handed to me, a copy 
of your Constitution and Rules , bearing the date of April, 1972,, 
and show you the identical section which, I believe, leaves out 
the words referring to citizens of the United States, and ask you 
whether the provision that I've just read from Plaintiffs' Exhibit 
No. 1 is substantially the same today in your Rules. 

(Pause while Witness examines document.) 

THE WITNESS: Yes. 

MR. LEE: No further questions. 
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f 3990 


Commit* Ions 

Inveitmenf Fund Order* 


the E,rhL r 1 ‘ ni mcmber flrn “ accept order, for elocution on 
Compnnv Act or lsTo oTe i?"’'' 8 ’ u " d » ‘he Investment 

ed no^emtlSw “ d 

to the following eondittonw ®f Comm..„„„ bet etrictl, .object 


H 3995 


Designate Give-up 


8ec. 6(a). The Investment Fund shall In each instance at the time the 
eitlT '< f ?r d ’ de8 ’f nate lt specifically as one to include on a give-up basis 
and approvecTnoreinemberg^ a * ) ^ rov ^ non ' m embera or (c) both other member. 


1 4000 


Give-up for Member 


Sec. 5(b) (1) If the order is designated as one to be executed on a 

70% of the 8 ' 8 member8 ’ the eluting member may credit not to exceed 
70% of the commission earned to a special account to be identified in tl-e 

™ Ame“cd * fl8 " Member ' 8 ^vestment Fund Give-up Account." 

December 12, 1962 


Givo-up Approved Non-Member 


Sec. 5(b). (2) If the . -der i _ 4 , 

noTto exceed 8 25% ^ **-‘'j"* «*<* member^ay credit 

in the moml •' ^'" ,,,,,8s,on earned *® « special account to be identified 

Give-'up Account* ^ “ 8 * invetment Fund 


Givo-up Member, and Approved Non-Momber* 

give S uT'boS foI 3 l!. f h the 0r , d „" “ ^aa'ffaatod .. on. u> be e«ecutod on a 
member m““^1 '^ 

h^reoTn^di 0 *? UP aCC0Unta r P rovided for in S^^ns^bKl) and*5(b)(2) 
0 r (1 • p^ 1 • "°, more 25% °I ***• commission as set forth in Section 1 

of tins Rule ,s credited to said special nen-member’s give-up account and the 
remainder credited to said specinl member's give-up account 
Amended 
December 12, 1962 


Pacific Coast Slock Excnangt Guide 


Rule IV U 4000 
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Pacific Coast Stock Exchange 


•18 So. Srnrvo Srar.KT 
loi Axacir.t oooi-i 


Los Angeles 
July 25, 1968 
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Mr. Caleb Loring, Jr. 

Vice President-General Counsel 

Fidcl.ty Management fc Research Company 
35 Congress Street ^«mpany 

Boston, Massachusetts 02109 
Dear Mr. Loring: 

* s made to your letter of j-j , 

June 10 concerning the application of ThJ'r and . ° u ^ re P ] y of 
for the Preferred Rates of Commie • Th C .^ osb '/ Corporation 
Stock Exchange. Commission on the Pacific Coast 

cation Shich s d t^ r ,, int ' rprClali0n ° f th ' =P^ition on the applii 

or grant Ihe'prefarred'comm^a 1 '''* 1 *° f Indirecll y extend 
■ approved hy the «* 

P recludi "8 »ny of our. 

fees for funds they manage to a der» JUSllng the ma nagcment 
amount of the "give-ups » 8 r ee«.iv ®° ree Proportionate with the 

would be applicable topreferred^«te Arms”?', I ”*' r . PrCU “ 0n 
Corporatfo^'ha's 0 bom/approve"^ aTfi H p ??,' l T rosb > r 

« 3 £ T- 

Group" Funds to any of ..S '* pa ' d by lh ° "fidelity 
Pacific Coast Stock^xclianae °? transa ctions on the 

Crosby Corporation frX 8 'd= 2 d 5 lV m o a u y r Rufc Tv‘‘s 

and The Crosby Corpora l Crosby Corporation 

Funds, it win be obl?«atcd to °" /lrm s to th c "Fidelity Group" 
of commission. J n turn the mo*"*"? 0 non ' n «mbcr rale 

orders need charge ThcCrosbv r ^ *‘7” lhal cxccule s such 
non-member rates. Y Coi P or ‘* lt, on only 75% of such 
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Mr. Caleb Loring, Jr. - 2 


'.40S2 

July 25, 1968 


The Exchange does not purport to exercise any control over the 
management fee charged by the Fidelity Management & Research 

Ssrar-V’ lhe Fidc ! ity Grou p" ° r of f,„ by ‘ 

C,o“bJ r ‘ ln "f as = d '«nin gs from "givc-ups" received by The 
Cro by Corporation, its wholly owned subsidiary. 


• #r£? Val Ct tl J C T P , rCf -fc rre l/« ate a PP licati °n is being considered 
effective as of July 25, 1968 and will be applicable to all orders 
executed on and after that date. The fee for the balance of the 
calendar year is $50. Since a check for $70 was enclosed with 
the application, we arc arranging for our accounting office to 
remit a refund in the amount of $20. 


Enclosed is a list of firms entitled to the Preferred Rate A 

of The'cro * * later datC and wiU includ e’thc name 

of The Crosby Corporation., We shall also place that firm's name 

on our mailing list to receive revised copies of our directories 

preferred rate lists anJ various other^Exchange publications. 

Should you have any questions on the foregoing, kindly advise us. 

V \ 

Yours^e^y truly, 



Thomas P. Phelan 


Enc. 
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Deposition of STANLEY law SABEL, taken by 
plaintiffs pursuant to notice, at the offices 
of American Investors Fund, 88 Field Point P.oad, 
Greenwich, Connecticut, on June 8, 1973 , at 
10*00 a.n., before Fred Lorber, a Certified 
Shorthand Reporter and Notary Public of the 
State of New York. 
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-against- 

GEORGE A. CHESTNUTT, et al.. 

Defendants. 










Sabel 

Investment Advisor, even as he's receiving the 
information? 

A Yes, he makes use of the Investment Advisor's 
material prepared by others. 

MR. LEEt I think, for the purpose 
of the record, again, Mr. Krasner, it might be 
noted that Mr• Sabel has not been directly 
involved as a trader or a chart keeper, either one, 
but his functions have been very different. 

0 Mr. Sabel, you have seen this volume which 

w ® refer to in shorthand as PPI? 

A Sure. 

0 When did you first see it, sir? 

A About the time it came out. If you want 

my best recollection as to when it came out. I'll give 
it to you. 

0 No. 

A I'll say 1966. 

Q Came out in December, 1966. 

A I hit the year right, anyhow. 

Q You saw it shortly after it came out? 

A Yes. 

Q You read it from cover to cover? 

A I certainly did. 
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Q Hava you over examined the rules of the 
Philadelphia Exchange? 

A Only in one particular, not — you're 
interested in — what I examined was the fact that they 
allowed customers' men not to work full-time. Whereas, 
the New York Stock Exchange, their registered 
representatives have be full-time employees. 

Which offered a little flexibility, which other 
exchanges didn't have. 

Q Did you ever read the rules with an eye 
towards whether the fund could become a member of the 
Philadelphia Exchange? 


Q Did you ever discuss that subject with 


anyone? 


MR. KRASNERs Mr. Sabel, I don't 
believe I have any further questions, subjoct 
to one proviso, and that is, should it turn out 
that this exchange of letters that you have 
testified about is different than — the letters 
themselves are different from what I understand 
them to be from your testimony today, that X may 
seek to recall you. But aside from that, X have 
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ROSALIND FOGEL and GERALD FOGEL, 

Plaintiffs, 

-against- 

GEORGE A. CHESTNUTT, JR., et al.. 

Defendants. 

-—-x 

Deposition of defendant GEORGE A. 
CHESTNUTT, JR., taken by plaintiffs, pursuant 
to notice, at the offices of Messrs. Fomeranrz, 

Levy, Haudek £ Block, 295 Madison Avenue, New 
York, N. Y. 10017, on May 14, 1973 at 10:15 
a.m., before William Plitz, a Certified Short¬ 
hand Reporter and Notary Public of the State 
of New York. j 
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Chestnutt 

which have recaptured brokerage commissions? 
A Yes. 
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132 


Q When did you first become aware of these 
recapture possibilities with respect to other funds? 

t 

MR. LEE: With respect to load funds? 

MR. KRASNER: Load funds, if you wish. 

A Oh, I must have been aware of it ten years 
ago. I don't—maybe you can tell me when Kansas City 
Securities was organized. Because I recall having asked 
at that time is there any possibility that we could go ^ 
that route and form a brokerage subsidiary. And that was 
a long time ago. I don’t remember how long ago. 

Q That was in 1965, sir. J 

A It was much longer than that, I think. Is \ 

that when Kansas City Securities first started business? 

Q The exhibits in this litigation which include ! 

portions of New York Times and Wall Street Journal articles 

« 

indicate that some time around January of 1965 Waddell £ 


Reed organized a brokerage affiliate which became a member j 
of the Pacific Coast Stock Exchange. 

So you recall discussing with Mr. Sabel in 
approximately January of 1965 the possibility of recaptur¬ 
ing brokerage commissions? 

MR. LEE: I don’t think the witness 
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ROSALIND FOGEL and GERALD FOGEL, : 

Plaintiffs, : 

-against- : 

GEORGE A. CHE3TNUTT, JR., et al., : 

Defendants. : 

--------x 

Deposition of defendant GEORGE A. CHESTNUTT, 
JR. taken by plaintiffs pursuant to notice and stipu¬ 
lation, at the offices of Messrs. Poraerant:? Levy 
Haudek 6 Block, 295 Madison Avenue, New York, N. Y. 
10017, on October 17, 1967, at 10:45 a.m., before 
Ruth Kleinman, a Shorthand Reporter and Notary 
Public of the State of New York. 
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Chestnutt 26 

2 3 33 

there are some differences between the figures 
supplied In Answer No. 8 and these supplied In 
the responses of Jesup & Laraont In their Inter¬ 
rogatories* 

BY MR* M2YER: 

Q Are you aware of that, Mr. Chestnutt? 

A No. 

MR. IEE: I have noticed that too, Mr. 

Meyer, and I don't know whether I can account for 
all of that, but when the full year figures are 
taken in, and they are not too far apart, it may 
be that some of that has to do with shifting of 
periods. 

The Fund accrues brokerage expense on the 
basis of the date of the trade and I believe prob¬ 
ably the brokerage firm, although I am not in any 
position to speak for it, carries its books on the 
.ettlcracnt date basis and that may account for part 
of it. 

There may be some other slight adjustments 
to be made, but I don't know what those would be. 

Q With reference to Exhibit A to your answers 
to the interrogatories, I notice that there is a sub¬ 
stantial increase in the number of employees for the 

COMMERCE REPORTING CO. 
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year 1966 as opposed to the first quarter of 1967 * 

I think I stated that backwards. 

The point is, there are more employees in the 
first quarter of 1967 than 1966, substantially more, 
in fact. 

Who prepared this list of employees? 

MR. USE: I can state for the record if 

you would like for me to s'-ate, Mr. Meyer, who 
prepared it because I know who prepared it and I 
don’t know whether the witness does. If you want 
his recollection or his knowledge I have no objec¬ 
tion to your asking him. 

MR. MEYER: Go ahead. 

MR. USE: This list was prepared at 

my request by Mr. Lee Glardon. I don’t know that 
Mr.Chestnutt has ever seen it except in thumbing 
through these responses after they were served and 

filed. 

q Do you know,Mr. Chestnutt, whether all these 

people are fulltime employees? 

A Not offhand. If I looked at the list—I don’t 
know if I can tell even after looking at the list. 
(Witness examines document.)* 

Q I am speaking of the 1966 year now. 
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MR* USE: I thought you wore speaking of 

1967. 

MR. MEYER: It dooen't matter but let's 

talk about 1966 bo we have a point of reference. 

A You mean, of course, as of the time that this 
was estimated? 

1 * 

Q That's oorrect. 

A Because I recognize already one person who is 
no longer with us. Many of those names I couldn't 
tell whether they were fulltime or parttirae. I have 
no direct dealings with them. 

Q During 1966 did any of these employees spond 
all their working hours in connection with the investment 
advisory services to American Investors Fund? 

MR, IEE: Are you restricting that 

to advisory services and not any other services? 

MR. MEYER: Anything pursuant to the 

investment advisory agreement. 

MR. IEE: Whidh, of course, as you under¬ 

stand, provides the furnishing of a building, and 
furnishing of complete management services. 

Do you want to know whether there are any 
of them,for example, some might have dealt solely 
with the mailing lists for The Fund, something 
COMMERCE REPORTING CO. 

ISO NASSAU STRUT. NIW YORK. N. Y. 10031 . WOrt. 433*7 
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A Mr, Ware, 

Q Did you know Mr, Radcliffe prior to that time? 
A No. 

Q Who first suggested that Mr. Veeder beoorae a 
director? 

A Mr. Satel. 

Q Had you known Mr. Veeder prior to that time? 

A No, 

Q Have I omitted any present directors of Tho 
Fund or does that cover the board? 

I®. I£E: Yes. You have omitted Mr. 

Or oene. 

Q Who first suggested that Mr. Oreene become 
a director? 

A I did. 

Q How long had you known Mr. Greene? 

A About four years. 

(Whereupon, atl2:50 p.ra., a luncheon 
recess was taken.) 
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A As a matter of business judgment, I never saw 
any advantage for either the fund or Chestnutt Corpora¬ 
tion doing so. 

Q Did you ever inquire of the NASD whether 
Chestnutt Corporation could become a member? 

A No. - 

Q Do you know of any rule of the NASD that would 
keep Chestnutt Corporation from becoming a member? 


A No. 


MR. LEE: I object. Well, he has already 


answered it. 

Q Could you tell me what the business reasons are 
for your not joining the NASD? 

MR. LEE: Iobject to that, Mr. Krasner. 

That'8 not in issue in this case. If you will show 
me anything that Judge Palmieri has ruled on which 
would suggest that the witness ought to j * that 
question, it might obviate my objection. 


MR. KLOTZ: Can you repeat the question, 


please? 


(The question was read.) 

MR. LEE: I will permit the witness to 

answer the question over my objection. 

THE WITNESS: What is the question now? 
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the question. 

(The pending question was read.) 

A I don't know of any way that that could be 

done. 

Q You say you don't know of any way that could 
be done. So that you believe— 

A Not directly. You could do it by devious 
methods as were described earlier, becoming on NASD 
member and directing business to your subsidiary who 
is a member or some devious way like that. But not 
directly. 

Q Would it cost Chestnutt Corporation anything 
in dollars if it did reduce the advisory fees as a 
result of crediting brokerage? 

MR. LEE: I object to that question as 
being absolutely unanswerable. You are suggest¬ 
ing that if Chestnutt Corporation were an entirely 
different business from the business that it is 
in, if some dollar result would follow. I think 
it is so completely hypothetical. 

MR. KRASNER: I will try it again. 

BY MR. KRASNER: 

Q Mr. Chestnutt, when American—when and if 
Chestnutt Corporation were to reduce the advisory fee 
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funds which have joined regional exchanges* are you 
not? 

A I'a aware of the fact that certain mutual 
funds have affiliates which are in the brokerage business. 
And have joined various stock exchanges to effect 
brokerage business. 

Q You are aware also of the fact that many 
of these brokerage affiliates use their membership to 
recapture commissions for the mutual fund* are you not? 

A I have heard* and I know, that certain of 
them transact their own brokerage business. And in some 
instances have reduced their management fees or some 
other device by the amount of the net profits cf those 
brokerage firms. 

Q When did you become aware of these facts? 

A Well, I r ve heard Kansas City Securities 
for some time. It may be even longer than—maybe ten 

years ago. I think I was aware of Kansas City Securities 

while I was with the First Boston Corporation. 

Q Were you aware of the fact that Kansas 

City Securities was recapturing brokerage commissions 
for the United Funds group? 

MR. LEE: Why don't you state for 

the record why the word "recapture" came into the 
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Q What are the qualifications? 

A Well, the qualifications? 

A Well, the qualifications are such that one has 

to be a broker or a dealer and do business in the 
securities business. 

Q Have to do business with the public? 

A Well, it doesn't necessarily mean public. 

The public is a rather vague term. There are NASD 
members which are, say, over-the-counter dealers. They 
don’t deal with the public, but they deal with other 
NASD members. In the brokerage business you have to 
be an NASD member in order to participate in the 
brokerage and underwriting business. 

Q It'8 your understanding, Mr. Greene, that 
if I wanted to become am NASD member of getting give-ups 


when they were permitted that I would be refused member¬ 
ship? 

A Yes. 

Q How did you get this understanding, Mr. 
Greene? 

A Well, I've had this understanding for some 

time. As I pointed out, the firm that I previously 
worked for, the First Boston Corporation, was an NASD 
member. During my training program at that firm, which 
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lasted over 18 months, we studied the rules end regula¬ 
tions, methods of operations, constitution, et cetera, 

of the NASD. It was an integral part of our training 
program. 

Q Who told you or how did you come to liam 
that the NASD would require that somebody be in the 
brokerage business and that they not simply be registered 
as a broker-dealer for the purposes of recapturing 
commissions? 

A Well, as a result of my training program 
my knowledge of the NASD, I became—well, I didn't 
become, I was indoctrinated with the idea that an NASD 
member is a member in the brokerage business or acting 
as a dealer in securities. I was never given any kind 
cf impression or insight in my experience as a registered 
representative of an NASD member firm, that a corporation 
could be an NASD member for the sole purpose of collecting 

checks from other brokers. It just did not seem at all 
reasonable. 

Q Did you ever make any inquiry of anybody 
as tovhether that was permissible? 

A I didn't make any inquiry because I was 
knowledgeable about the NASD. Aa I .aid, I „« 8 wit h an 
NASD member firm for almo.t five year.. I was familiar 
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with the rules end constitutions. 

Q Did Mr. Lee or anybody else ever inform you 
that an affiliate of the Fund or of the investment 
advisor could not become an NASD member for the purpose 
of recapturing commissions? 

A Well, no one needed to inform me of anything 
like that. When I joined with Mr. Chestnutt's organiza¬ 
tion I was aware of the fact that they were a no-load 
mutual fund. That they were not a member of the NASD, 
they did not participate or engage in the securities 
business in the sense that the- were a brokerage firm 
dealing with the public. They were a custom**of the 
brokers and dealers. 

In fact, American Investors Fund was a 
customer of mine. 

Q But,Mr. Greene, you never felt it incumbent 
upon yourself to pick up a telephone and call general 
counsel for the NASD or anybody else at the NASD to find 
out whether your information was correct, did you? 

A As I say, I was familiar with the basic 

framework of the NASD. I was familiar with the basic 
framework of the Chestnutt organization and American 
Investors Fund. American Investors Fund is a customer 
of the brokerage business. I knew that they were not 
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contemplating going into the brokerage, business. I didn't 
want to be in the brokerage business. I had left the 
brokerage business to *oin the Chestnutt Corporation. 

In other words, to go on the other side of the fence. 

Q Mr. Greene, I understand that. Would you 
have considered it going into the brokerage business 
to take checks as they came in the mail from—in the 
form of give-ups? 

MR.LEE: Are you suggesting here, 

Mr. Krasner, that all that was necessary was to form 
a shell corporation of some kind and pluck the 
fruits of give-ups? 

MR. KRASNER: I so suggested in the 

past, Mr. Lee. 

MR. LEE: But not with this witness. 

I just want to clear on the record that you think 
the subterfuge of forming a paper organization was 
all that was necessary to have money like manna 
from heaven to drop into the coffers cf the Fund? 

MR. KRASNER: I wouldn't call it 

subterfuge, Mr. Lee. I would call it a l*gal and 
. fiduciary obligation of each and every investment 

* i 

advisor to form such a subsidiary. 


MR. LEE: And to go in the brokerage 
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MR. LEE: You are misstating—he 

stated that he was familiar with the NASD rules and 
its eligibility requirements. You are changing it 
to uay recapture. 

Q Did you ever investigate whether a brokerage 
affiliate of the Fund of the investment advisor could 
be formed which could qualify for membership on the NASD 
solely for the purpose of recapture? 

A My understanding of the NASD was such that 
the NASD would not have allowed admission of a firm 
for the express purpose of merely collecting checks from 
.other brokers. That would defeat the whole idea of the 
NASD. The NASD is a national association of securities 
dealers. Certainly one would not even be qualified 
in the name to merely collect checks. It would have been 
the National Association of Check Collectors. 

Q Mr. Greene, did you ever inquire from anyone 
at the NASD whether in fact they had such a rule 
against membership by an affiliate of an investment 
advisor for the purpose of recapture? 

A 1 made no specific inquiry. 

Q This was based on some general understanding 
that you carviad with you f om the First Boston Corpora¬ 
tion, is that right? 
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Q In any event, it v-mld have been one of those 
two persons, is that it? 

A Yes. 

Q There was no time at which the directors 

of the Fund ever requested the assistance of outside 
counsel aside from Mr. Lee or Mr. Sabel? 

A I don’t know of any instance that the outside 
directors arranged for outside counsel other than Mr. 

Lee who is somewhat outside the Fund. 

Q Mr. Lee is also counsel for the investment 

advisor, is he not? 

A Yes. 

Q So that Mr. Lee may be considered to be in 

conflict of interests since he represents both the Fund 

and the investment advisor? 

MR. LEE: I object to that and 

move to strike conflict of interests. You.Vnow 
perfectly well that in this litigation the Fund 
is separately represented. 

Q I also asked Mr. Greene if the Fund ever 
requested outside counsel with respect to the question of 
recapture. 

A To my knowledge, the outside directc-s nor the 
inside directors engaged or spoke with any other counsel. 
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Although they might have been formed— 

Q It’s a fact, Mr. Green, is it not, that the 
FUnd ret:ined Royall, Koegel £ Wells as its counsel 
in this litigation. 

A That's a fact. 

Q And Royall, Koegel £ Wells I assume was 
retained after a vote by the directors? 

A I would assume so. That would be in the 
minutes. 

Q Mr. Greene, have the directors of the Fund 
ever requested Royall, Koegel £ Wells to investigate 
whether it was possible for the Fund to recapture com¬ 
missions? 

MR. LEE: You are talking about a 

resolution by the board? 

MR. KRASNER: I don't care if it 

was formal or informal. 

MRS. KARMEL: Are you speaking of 

1968 or in connection with the defense of this 
litigation? 

MR. KRASNER: Any connection from 

1968 to date. 

A I don't believe the— 

MR?. KARMEL: I would object to any 
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answer to this question which would bring into 
play any work which Royall, Koegel Swells has done 
for the Fund in connection with the defense of this 
litigation. If you limit your question to any 
investigation during the period of time you are 
talking about, that’s a different matter. 

HR. KRASNER: I am quite sure that you 

intend to interpose the direction of—the objec¬ 
tion of attorney client privilege. 

MRS. KARMEL: I !just think your question 
is very unclear. I would like it clarified. 

MR. KRASNER: I am being very specific. 

I am saying whether the directors of the Fund ever 
requested Royall, Koegel S Wells as attorneys 
for the Fund to investigate whether it was 
possible for the Fund to recapture brokerage 
commissions. 

A As I understand it, Royall, Koegel is 
counsel to the Fund in this action. They were retained 
by the Fund by resolution of the board of directors. 

Q Mr. Greene, I don’t want to cut you off. 

My question is really one of fact, have they or haven’t 
they done it? The question can be answered yes or no. 
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Q In other words, Mr. Greene, the directors 
of the Fund, to your knowledge, have relied on the 
representations made to them by Messrs. Sabel and Lee 
with respect to the question of the applicability of 
proposed Rule 10b-10 and the possibility of recapture? 

A I and the board of directors of the Fund 

have relied on the opinions of Mr. Sabel and Mr. Lee 
in regard to the fact that the Fund nor the Chestnutt 
Corporation could join the NASD, is that because we were 
a no-load fund, with no dealer organization, or under¬ 
writing affiliate, we were just plain not eligible. 

Q To the best of your recollection, Mr. 

Greene, there never came a time that any director 
of the Fund ever requested the advice of Mr. Lee or Mr. 

Sabel in connection with the possibility of becoming an 
NASD member? 

A As I said before, this matter was taken up 
in board meetings at which time the directors were 
perfectly able to question or inquire at length. 

Q 1 am not asking you whether they were able 
to. I'm asking you whether they did. 

A Well, something of this nature would be 
discussed in an open manner. I don*t—nothing like 
this, of course, was on an agenda but was discussed in 
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the general context of our overall business, our method 
of doing business. 

Q Did the directors ever suggest that raaybt Mr. 
Sabel or Mr. Lee ought to write a letter to the NASD 
to find out whether in fact you did qualify? 

A No. 

Q To the best of your knowledge no such letter 
was eve?written, was it? 

A No such letter was written.. 

Q To the best of your knowledge—to the best 
of your recollection did any of the directors suggest 
that somebody ought to telephone the NASD? 

A I believe most of the directors were against 
our forming a brokerage affiliate and joining the NASD. 

Q Didn't the directors want to have all the 

facts before they made up their mind? 

A Well, a number of our directors were knowledge¬ 
able people and are knowledeable people. It doesn’t 
take very long to understand the simple fact of the matter 
that we were a no-load fund, we did not wish to engage 
m the securities business, we did not wish to become a 
broker, we wished to be—we wished to continue to sell 
the Fund at net asset value to the public. 

Now, I suppose that any of the directors 

I 
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could have called the NASD themselves. 

Q Did any of them ever call the NASD? 

A I don't—not to my knowledge. But all 

they had to do was to pick up the phone. 


the best of your knowledge nobody ever 


did, right? 


A To the best of my knowledge no one ever did 
because to the best of my knowledge none of the 
directors thought we should be in the brokerage business. 

Q To the best of your recollection> Mr. Sabel 
told them they didn't qualify, right? 

A Yes. I previously testified to that. 

Q Once they were told that,they didn't pursue 
it any further, correct? 

A A number of the directors, if not all the 
directors, were totally against our being involved 
in the securities business. 

Q How did they express that? 


And I think that fact is in the record al¬ 


ready, 


Q How did they express this fact? 

A I believe that has been expressed in the 
record, in the testimony of other directors that you have 
taken. 
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• participation in these erodes end. In fset.’msy never hove heard of the trades sc the* ' 
title when they were executed... 

•V- . . ‘ • ** 

. C * ve ' u P‘ * nd f«*proeol business practices in connection with institutional 
trading have become so widespread that it may plausibly be argued that. In the case of 
orders, there is In economic substance no fixed minimum commission. 
Coautisslons are negotiated between Institutional managers and their "lewd" brokers with 
br0k " ° n ? CC ” ion retaining no more than 25 percent of the ostensible minimum 

• commission. This situation is pethsps most strikingly illustrate* by procedures which 
have been developed and which enable institutional Investors to recapture a portion of 
coemissions for themselves. Many mutual fund managers have affiliates which arc 
registered as broker-dealers; many of these affiliates are members of the NASD. A small 
Dumber of mutual fund managers have created affiliates which have Joined a regional 
.stock exchange. In the latter situations, the mansger directs that glve-ups and recip¬ 
rocal business be given by its lead brokers to its affiliates. It then credits the net 
itoeomo thus received by the affiliate, la whole or la part, agalnse the advisory fee it 
receives from the fund. This results in lowering the advisory fee by all or part of 

"r*;"'!.!"??*** thc h ** thu * obtained.- trough this means, public shareholders 

or institutions can, within the fraoework of existing practises developed by the 
securities Industry, recoup substantial amounts of commissions actually p *«d for the 
execution of their portfolio orders despite a rigid comalsslon atructure which does not 
otherwise permit the Institution to benefit from the very substantial portfolio business 
M d v‘ Pe u*f* In on « loS-tance thc advisory fees _cha£xe<j_fo a 1 me compl ex 

ofjmutual^ds by their j:o^on man.ger were. lowejLei.Jn th. aggiegate. by .approximately 
fJTTiiinion for the year 1966 t this sum being the approximate net profit of*ck< 
manager s broker-dcaler^affillate. Other managers have elected to credit thrfdtfliory 
fees they charge by only 50 percent of the net profits of ficir broker-dealer affiliates. 
In o few instances, the mutual fund manager has kept all glve-upa it has directed to its 
brokerage affiliate for itselt without lowering the advisory fses Is charges to thf 
fund whose portfolio transactions are the source of auch give-ups _ 

Although these techniques permit fiduciaries who manage e pooled fund to return 
s portion of portfolio commissions to the shareholders of that fund,’ they have to date 
been employed mainly by the managers of those mutual funds whose shares are sold by the 
manager a own captive" sales force. Managers of those mutual funds which are distri¬ 
buted by independent broker-dealers have ahaost always used the excess brokerage to 
provide additional reward to dealers who sell shares of the fund rather than endeavor¬ 
ing to recapture such brokerage for the fund. This is because by so compensating 
dealers these eutual fund a*nagers facilitate the sale of shares and thus maximise 
their own underwriting and investment advisory income. Many mutual fund managers 
believe that so long as this type of sales Incentive can be given to dealers, compe¬ 
tition among mutual fund managers for .the favor of dealers wijl make it difficult, if 
not Impossible, fortany individual fund manager to fall to provide such compensation 
to dealers, both members and nonmeubers of exchanges, selling aharea of his funds. 

Xn this connection the Commission has been informed that certain large member firms 
•f the Mew York Stock Exchange, who maintain extensive mutual fund departments end 
* re • •Ignlflcent factor in the sale of mutual fund shares through dealers, have 
suggested to mutual fund managers that brokertge be channeled to them if they ere to 
Continue to eell shares of the manager's funds. 

• • : rV .. . . ‘ *‘. * • 

•The net effect of the foregoing developments have been Cl) a dramatic tncrease 
In the volume of transactions on regional exchanges, 2/ (2) a "diversion" of coomis- 
-Slons which otherwise might have been retained by Sew York Stock Exchange members to 


In 1961 thc total dolls* volume of transactions oh regional exchanges was $4.4 ’ 
billion; in 1966 it was $10.3 billion. This represented 6.8 percent of the 
dollar.volume of transactions on all exchanges la 1961 and 8.4 percent of such 
voluaie in 1966. By comparison Kew York Stock Exchange dollar volume increased 
from $52.7 billion in 1961 to $98.6 billion in 1966; and New York Stock Exchange 
transactions declined from 82.6 percent of total dollar volume of exchange trans¬ 
actions in 1961 to 80.1 percent of such transactions in 1966. Dollar volume on 
the American Stock Exchange accounts for the balance. Substantially all of the 
regional exchange volume consists of trading tn securities also traded on the 
Sow York Stock Exchange. ^ 
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• I 4 

obviously extends both to the comission rate level and to the commission rate structure. 
Particularly In the earlier years the Commission's attention appeared to focus primarily 
' on questions of level, although questions of structure also arose. The history of this 
■ ’consideration since 1937 Is outlined in considerable detail In the Report of the Special 
' Study of Securities Markets, j/ As :here pointed out, determination of a reasonable level 
of mlninuia rates .for an industry as diverse, complex and, in a sense, competitive as the 
Hew fork Stock Exchange brokerage community presents perplexing problems. In addition, 
questions of structure and question, of level are intimately related. Thus the Exchange 
proposal for a volume discount pertains to rate level as well as structure and is a 
.response to the fact that the existing level of rates for large institutional transactions 
has, as a result of competitive factors, fostered the proliferation of glve-ups and 
reciprocal practices. • t * ; 

* * ■•»•••• 
a • • • . , g , o . 

'These practices and problems, as outlined above t some of which are of relatively 
recent origin, have been the subject of intensive consideration by the Comission over 
a period of years. Reciprocal business practices and customer directed glve-ups were * 
described in the Report, of the Special Study of Securities Markets. 4/ It was suggested 
that they be studied in connection with an intensive inquiry into alT aspects of the ' 
commission rate structure. They were further discussed in the Commission's 1966 Report 
on the Public Policy Implications of Investment Company Growth. 5/ Approximately 19 
months ago the Commission advised the exchanges of its belief that Exchange rules should 
ho changed to preclude customer directed give-ups. 6/ . ^ 

... .at .• 

'• Since consideration of the New Tork Stock Exchange proposal necessarily would 
involve an understanding and consideration of possible alternatives, the Commission 
believes that proposed Rule I0b-10 should now be noticed for coouent. The Commission 
would thus be in the best posltfon to consider all alternatives, including any which 
may be suggested. 

• • >. " • - •. 

5 THE'EXCHANGE PROPOSAL ’ . * ‘ ~ 

—— . , . \* 


• .lb*, first item of the New York Stock Exchange’ proposal Involves the establishment 
•f a volume discount. The Exchange has not yet determined the amount of such discount 
or the circumstances under which it would be available. There are a number of possible 
alternatives, including (1) a discount based upon the sire of a particular order and 

(2) a discount based upon the volume of a particular investor's transactions over a 
specified perlcd of time. The Commission assumes that the discount ultimately arrived 
at would be meaningful and workable. Upon that assumption it would appear that this .. 
part of the Exchange proposal would make an important contribution to resolving the 
problems discussed above and be in accord with suggestions that the Commission has made 

to the exchanges on several occasions. ' ' .... 

• • • ... • - •• • . 

Several other parts of the Exchange proposal appear to be based on the view that 
O). the relatively untramcled development of reciprocal and give-up practices, (2) the 
competitive advantages which regional exchanges have sought in competing for Institu¬ 
tional business by Increased liberality with respect to glve-ups, and (3) the resulting 
"leakage” of commissions outside the New Tork Stock Exchange community, as threatening 
impairment of the depth and liquidity of the New York Stock Exchange market as well as 
.the profitability and financial stability of member firms. 

qg9> * • ,* * ‘ , *, "• * 

• i , e • • , .•'*4 •• • • • • v 

The Exchange proposal seeks to relieve this situation by (1) limiting to the 


If Special Study, Ft. 2 , 328-346.^8-8. Doc. No. 93, 88th Cong.. 1st Sees. (1963). 


4/. Special Study, supra . 301, 318. * 

• e e , 

if Mutual Fund Report, Chapter 4, pp. 162-188. 
if Mutual Fund Report, Chapter 4, pp.' 183-186. 
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extent possible the major types of reciprocal business, (2) specifying the maxima* 
percentages of the comission dollar whtch may be given away In any manuer or 
alternatively, specifying the minimum amount which must be retained, (3) nrevcntlnc the 
regional exchanges froi. offering different and mure liberal give-up arrangements so 
that institutional or other investors will not seek to execute or cross their trans¬ 
actions on regional exchanges In order to obtain more favorable gtve-ups. and (4) ore- ' 
venting what Is some times referred to as "Institutional membership" on exchanges, 

Which appears to Include membership of affiliates of an Institutional Investor whose 
fraction is to receive give-tups and reciprocal business and in whole or In part to pass 

iare 1 «r°rtL i !f! t i r ‘? i* ek w‘? T ln * tleutlw,,al »««•*•» itself. This Is s significant . 
part of the Hew York Stock Exchange proposal which would have a particularly Important 

affect upon the securities markets, and would require action by tha Commission. 
Consequently, comment with respect to It would be appreciated. These aspects of the 
Exchange s proposal may be viewed together as designed* to make its minimum comission 
rates effective and enforceable insofar as large institutional transactions are 
concerned a t . 

a • • % * * , *’*•*• i 

* ppM f tht * the K,w Tork Stock Exchange proposal could havs a substantial 
S, w Ch ! nS ?‘* A P /T ry Mthod by whlch t«*‘on.l exchange, have 
X* T “° bu ‘ In, “ ot ha. been to offer institutional mao- 

t6U structure than th..t of the New York Stock Exchange, i.e., by 

f. lw ?' up ‘ t0 •' wld,r Mt ** or y ot persons. Esgionsl ..change. rely h.tJlW oJ 

EXk tXhaTw** !!,'*?' VtT * U th,lr ,ole Beober » ("onoember. of the New York 
Stpck Exchange) to obtain Indirect access to the New York Stock Exchange. In this con- 

•ectlon regional exchange rules facilitate reciprocal business practices by which dual 
members (members of the New York Stock Exchange and a region.1 exchange) cmnpcnsate 

U~vJlu L X *i l Z n *l * XChanK# * f0r bu,ine, ‘ executed on the New York Stock Exchange. The 
TXeT? »« St # Exchange proposal would curtail auch practices. It also would prevent 
institutions from obtaining mewbership on regional exchanges or otherwise engaging in 
reciprocal business practices which, in effect, reduce the portfolio coml.sfoSs Juch 

«2 X XT T* “T thC lBMCK “ nd th * elEnificsnce of the Exchange proposal, Inso- 
mlL! eX.J T* th ! r, * lon * 1 exchanges, are effected by a change which has taken 
Lnc.iXrfT function of the regional exchanges. These exchanges were originally 

mTeiil d k £ “ P rl "* ri ly providing local markets for local securities. With the passage 
?* , » ‘ h * •e’phesis on mosc of the regional exchanges has shifted to providing a 

2 “ rkct *°f ,ecu rlties traded on the Kew Tork tock Exchange. Technical Inprove- 
■ T, COB,1,unl cetion and the development of over .he-counter markets for local secu- 

A. XlntXVTk ? importantly to this change In ehe nature of the regional exchanges. 
Ks pointed out above, in many Instances the participation of certain regional exchanges 

aTiX! ,° 2° *° r * th "° providing a location where privately negotiated "cross" trans- 
xetlons In New Torlt Stock Exchange listed stocks are recorded snd glve-ups are dlstrl- 

• • ♦ 

Finally, the New York Stock Exchange proposal permits the continuation of 
customer directed glve-ups and would expand them to provide for give-ups to nonmember 
broker-dealers of th* New York Stock Exchange on executions on that Exchange. It would 
* ? pr °Y ld# £or retentions by executing brokers. The Justification for these 

restrictions presumably la that competition in liberality with respect to customer 

ehITv flv *’ up * £s not * d«»lrablc form of competition and that tha economic health of 
cne exchange community calls for a sharp and enforceable distinction between public 
Customers and the brokerage Industry. ^ 

- .Certain aspects of tha New York Stock Exchange proposal are not specific, l.e.. 

Che amount, kind, or applicability of the volume discount, the percentage of the 
minimum commission which a nonaember could receive and the qualification* which non- 
mnoer* would have to have in order to become eligible for this "access" and the amount 
Of customer directed glve-ups available to members and nonuiembcrs, etc. Further, the 
Exch ange proposal does not indictee whether the Exchange contemplate* revision of ehe 
cemisslon rate rules to relate commissions more .directly to the money Involved In a 

Mthcr to the number of shares, thus modifying the existing disparity 

w commissions paid for a given Investment In low priced stocks and In high priced 
J/®*” 1 ' Thi * m *tter was discussed In a report to ehe exchange community from 

C. Keith Funston, then president of ehe Exchange,.on July 21, 1967. Revisions along 


* • 
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this line,, as lueztittd by Mr. Funston, would not only modtfy this dispart' j| might 

provide a convenient way of introducing the proposed volume discount. 

• • . . . • ••'l '( 

o • 

The Exchange apparently la Initially concerned with the principles and objectives 
underlying Its proposal. In this connection, the Commission assumes that If these 
principles and objectives are aceepted, the Exchange will determine the specifics, l.e.. 
the dollar auounta, the percentages and the definitions. In sueh a way that the proposal 
. will accomplish Its Intended purpose. Thus, for example, notuv:mbers would be offered a 
, t sufficient participation lh commissions to Induce them to bring their orders to the 
Exchange, the Commission understands that Kew York Stock Exchange members would be 
required to retain approximately 50 percent of the commission on any order with the 
.balance available for customer directed glve-ups. *..*** ' 

• • • •*.'#* '"v *' |. » ,»• • 

• • • * •••.#***• 

The Commission believes thst it Is possible end eppropriste for interested persons 

to express their views on the principles underlying the Exchange's proposal and the 
means by which Its objectives may be-accomplished even though, la the absence of sx>re 
specific proposals. It may not be possible to determine the specific financial impact 
of various parts of the proposal on the earnings of various members and nor.membcrs or 
on the amount of coamissions which Institutional Investors would pay. 

OSKP COMMISSION RULE 10b-10 * 


. . • . • • ■ • *«.• 

/ Proposed Rule 10b-10 represents an approach to the give-up problem which would 
not require significant change in the existing commission rate structure of exchanges 
nor require all exchanges to adopt a uniform approach to the question of .glve-ups and 
reciprocal business. .... . .. 

• , • • . a • ••! ' • 

The Commission recognizes that the proposed rule is not s substitute for full 
reexsminatlon of the structure and rates of couanlssions On the national curitles 
exchanges. The proposed rule was under consideration prior to chc announcement of 
the Rew York Stock Exchange proposal and has its antecedents in tha Coasnlsaion's Report 
eo Investment Company Growth, which stated at p. 173: , ** . 

. would not be inconstatent with [the] rules [of certain regional 
•E®*k exchanges] for dealar-dlatrlbuted funds to direct give-ups to 
*. ... .their adviser-underwriters, all of whom are NASO members, for the *. I- 

.. i . . Purpose of applying these give-ups to reduce the advisory fees payable 

by tha fund. 82/ . .. V .. ...... 

„ ^ 

** • • **.*•* I '* J • * * 

*12/ Alternatively, the fund Itself could form a broker-dealer affiliate 
to which It could direct glve-ups. If this course were followed — 
and no fund now does so—the glve-ups. would Inure to the direct 
. benefit of the fund's shareholders." ; ... 

_ • . : • 

the reasoning on which the proposed rule Is based Is that if, as pointed out 
above, a mutual fund manager has various means at him disposal to recapture for the 
benefit of the fund a portion of ihe commissions paid by tha fund, he la under a 
fiduciary duty to do an. Furthermore, diversion of such commissions to benefit an 
investment company manager may be viewed as additional compensation to the manager for 
budllng the portfolio transactions of the fund within the meaning of, and in violation 
of. Section 17(e)(1) of the Investment Company Act. 7/ 

* * *••*.#• • • 

The proposed rule .therefore reflects e duty on the parr of mutual fund managers as 
fiduciaries not to use commissions paid bv their beneficiaries for the benefit of the 


Ihe Commission does not btlleve that Investment company directors may properly view 
fhe benefits derived by fund managers from glve-ups as simply an additional form of 
compensation for investment management. Not only may this run afoul of Section 
M(0(1) of the Investment Company Act but the.benefits derived by Investment 
company managers from this source cannot be precisely or adequately disclosed In 
the prospectus, or In the Investment advisory contract, as la required by 
Section 13(a)(1) of the Investment Company Ace. 
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fiduciary when practices, procedure*, and rule* of the market* in wliieh such fiduciarlea 
act permit their beneficiaries to receive tangible benefits in the form of reduction of 
the charges now borne by them. The proposed rule is bottomed on the premise that when a 
fiduciary uses commissions to obtain benefits for himself under these circumstances. Ms 

’ r?h ar i t0 Vl ° late e«tifraud provisions of the Securities Exchange 

Act of 1934 and the Investment Advisers .\et of 1940 as well as Section 17(c) of the 
Investment Company Act, particularly in view of the obscure and often devious ways in 

* - Th * ^ ,^0 P 0 * C,, rul * be adopted pursuant to Section *. 10(l>) 

• . _ yj. the securities Exchange Act of 1934, Soctlons 206(4) and 21l7aT 

of the investment ndvisers Act of 1940 and Sections 17(e) and 38(a) of T h r in vest^cIT"* 
Cowpflfty Act# d 4 # 


. . * . • • • 

The-proposed rule would not Impair the. competition which n.->w exists among 
and among exchanges for the business of institutional customers by offering these 
customers substantial savings on commissions. On the contrary, the proposed rule 
Tocogniscs that, as mentioned above, developments and competitive forces In the 
securities markets have, as an economic matter, tended to eliminate the existence 
fixed minimum commission rate on institutional orders. . . 

• the proposed rule would read as follows: i-* ■ 

* • • » . . • v • • . • . •, 

"bile 10b-10 , * 

... • . • 

• * • f. •. 

. • •• "(1) It shall be unlawful for any registered investment company or 
■ • affiliated parson of such registered Investment company* to 
• ■> directly or indirectly, to order or request any broker cr dealer: 

• •* *•* *• * ' . .... , 

’ •"<•) W or arrange for the payment, directly or indirectly, 

•f ell or any portion of a commission on any securities 
'‘ *• trenssetion to any broker, dealer or any other person 

" - gwles* pursuant to a written contract the full amount of 

such remittance is required to be paid over to such 
registered investment company, or fees owed by or charged . 

.to such registered Investment company arc required to be 
•. / reduced in an amount equal to the remittance; 

"(b) to designate or employ any broker or dealer on any trans¬ 
action to transmit, executs or clear a transaction or to 
perform «t»y other function for which compensation is 
required or made unless pursuant to s written contract the 
full amount of such compensation is required to be paid over 
to such registered Investment company or fees owed by or 
*M r 4*d to such registered Investment company are required 
to be reduced in an amount equal to such compensation. 

•<2) For the purposes of this mle s person is affiliated with e 
registered investment company if such person: 

' -C) 1? ,n officer, director, trustee, emptoyee, investment 


brokers 


.^.4' tbou 8 h the proposed rule is couched ouly in terms of persons who are affiliates 
“of and fiduciaries to Investment companies, the principles which are set forth 
shove may be equally applicable to other managers of pooled funds who act In a 
fiduciary capacity and who are able to reduce the portfolio commissions of their 
beneficiaries. To the extent that such managers direct give-ups for their bcncfle, 
when they are in s position to utilise them for the benefit ot beneficiaries. It 
would appear that under the Federal Securities Laws or otherwise, this use of glve- 
wps other then for the benefit of these beneficiaries would also constitute an 
improper practice by such fiduciaries. Accordingly, the Commission believes that it 
* 4s appropriate to solicit comment on this issue er.d will consider whether the 

proposed Rule 10b-l0 should be applicable to other fiduciaries who manage pooled funds. 
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•*'*" idviicr, member of an advisory board, depositor, . #> "* 

_■ promoter of or principal underwriter for tho _ _ , , , , v r . - . 


”• registered Investment company, or 


"(b) directly or indirectly, through one or more inter* 

• • * * • _I_i o !___1 . _la 14a 


• At'. . *. a S • *l i 


* 

• . 
n. '.r . 


1 


•edlarles, controls, or is eontrolled by, or la under 


.< ’ 


common control with the registered investment company, _ ,. 




• Ita Investment adviser or principal underwriter,, or* . . r 


% 9 • ■ * ’ • f . . * , ’ •* ‘ • * * *"j»* • a* I | •* » # • i 

" "(e) directly or'Indirectly owns, controller holds with the - r 

power to vote, five per centum or sere of the outstanding 


..voting securities of the registered company/ 


■f . . 


»r 


While the Bew York Stock Exchange proposal and proposed Rule 10b*10 are-not 
mutually exclusive on all points, the New York Stock Exchange proposal la, to a. signifi¬ 
cant extent, an alternative approach. Insofar as the New York Stock Exchange proposal' 
would provide Institutional Investors with a volume discount while at the same tlMjCloa* 
lng, Insofar as possible, the various avenues by which an Institutional manager can 
recoup commissions for the benefit of the fund. It could, depending upon the nature and 
extent of the volume discount, provide a direct rather than an Indirect means by which 
institutional Investors may obtain the benefit of lower charges. To the extent that It 
would make Impossible indirect recoupment of commissions by Institutional managers, the 
question of a fiduciary duty on their part to seek such recoupment would not arise. . . 


' All Interested persons are Invited to submit their views and comments on proposed 
Rule 10b*10 In writing to Che Secretary, Securities and Exchange Cosmlsslon, at Its 
principal office, 500 North Capitol Street, Washington, O.C. 20549, on or before March 1, 
1968. The Commission also Invites consents on the New York Stock Exchange proposal which 
is sec forth In the attachment of this release, as well as eny alternative suggestions 
for.dealing with the problems presented. Material submitted will be made available for 
public inspection unless request for confidential treatment Is made. , 


1 • * 
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By the Commission. 
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TO: Members and Allied Members . 

i • • - •• • , 

SUBJECT:. Concnlssion Rate Structure Proposal 


.. January 2,' 1968 


A principal unsolved problem facing Che"securities industry is that 
involving the New York Stock Exchange commission rate structure. The com- 
plexities and ramifications are such that they are not generally understood 
even though they directly or indirectly affect the New York Stock Exchange. 

. and its members, regional exchanges and their members, the third market, non- 
member broker-dealers. Institutional investors and, of course, the public. 

The problem has become more acute by reason of certain pressures which 
are .building up in Congress, government agencies and departments, a segment 
of the press and the SEC which has oversight responsibilities in the area. 

The issue is further complicated by the fact that the Exchange, enjoying the 
privilege of self-regulation and operating under a government approved 
commission rate structure and certain anti-trust immunities, has an obligation 
fco review its fees and industry developments and practices in the light of 
public interest. This is a problem which cannot be solved by the Exchange 
alone. However, inaction on our part is apt to result in the problem being 
solved by those outside the industry who may be'less familiar with the 
ramifications and as a result might direct changes less satisfactory than 
those we 'initiate. 

* • * 

• * • -*h« minimum commission rate is ceasing to be a "minimum” because of 
practices which have developed and which are proliferating. This is the case 
in large measure because certain institutional investors are naturally 
desirous of achieving a lower commission rate' on large transactions, and 
brokers who are non-members of this Exchange are understandably interested in 
achieving access to the commission dollar. To accomplish these objectives, 
among others, a wide range of devices is being employed. Membership on * 
regional stock exchanges, used in both simple and complex reciprocal arrange¬ 
ments related to NYSE transactions, has resulted in a practical access to the 
New Yorit Stock Exchange. Other practices have in effect jgiven certain instit- 

• u ^ , ns commission discounts. One exchange, by permitting rebates to SECO 
members,.in effect is giving a public and institutional discount. Through 
complicated arrangements there are now certain sophisticated individuals who 

. manage to receive 40Z rebates on their listed transactions. The net result, 


c 








I 


•• *. . . . . £ 6 3a 

• ; ' • • ■ . . - • • • • 

in brief, is an intricate marc involving give-ups, give-aways, reciprocal 
practices, manufactured participations in trades, transported trades moved 
from one Exchange to another* all of which result in a leakage of the 

commission dollar. , ** - 

• • • • v • : * • •• . . ’ • : *. 

The Situation also reflects a commission structure which was most 

£h^n«»« y J!( V K S |! d i0 * 1959 ^ Whi f H d ° SS nOC P ro P° rl y wcognize significant 
Changes which have since taken place in the cuix of. our business. We are all 

•ware of the increased institutional activity which is one of the significant 
phenomena of our time and which in all likelihood will continue to grow. It 
seems reasonable that institutional business with its unique characteristics' 
and demands must be recognized in our commission charges. Moreover, failure 
to recognize and speak to the problem will inevitably result in a diversion of 
activity to competing marketplaces. 

.^««f B ^ CaUSe °i f */ 1 ° f . the Boar<! Of Governors has unanimously 

- 8 rC 5° 1 kf i ? n ». W ‘ liC !! h ^ d earlier bean recommended by the Cost and Revenue 

Committee and which has the further approval of the Regional Firms Advisory ' * 

Committee and the Liaison Committee of the Association of Stock Exchange Firms 
to the effect that the New York Stock Exchange proposes 'to 


• incorporate a volume discount in the minimum commission schedule, 

the amount and nature of such discount to be subsequently determined. 

(2) support continuation of the practice of customer directed give-ups 

°" ™ eir transactions with a limitation on the percentage amount 

Which may be so given-up. ... • . *. ■ 

(3) take steps to prohibit reciprocal practices which result in de factro 
rebates of NYSE commissions even where those arrangements ipvolve 
other markets than the NYSE floor, provided that the SEC will aid 

in prohibiting such practices in other markets. 


• * (4) allow a discount in the minimum commission schedule for non-member 

• .broke”* both domestic and foreign, with qualifications to be 

. . specifically defined subsequently. • •• • 

. • # « '•*'•••• . ■« 

_;_the order of the SEC to this and ocher registered exchanges, adopt 

rules limiting membership and broker-dealer allowances to bona fide — - 
•broker-dealers. 

• * • * • , 

• * . • . • .. f • . * 

* . • , • 

Because of the Interrelationship of these proposals these courses of 
sctlcn are offered as a package. Further, the specific details of each of the 
five elements of the package will have to be developed subsequently. 

“'be first proposal described would give directly to large investors 
principally institutions, and to the' public which has entrusted ifs funds to*' • 
Institutions, a commission reduction to which they are entitled by size of 
transaction and which some are presently receiving circuitously. 

' . 12 * 


• • •* 





b.,l« C voi!d U tcnd « !rr r dl , rCCtC f * lv '- u < , ‘ <•» « reduced end controlled 
basis would tend to eliminate abuse in granting of reciprocals and would civo 

. recognition to the fact that there is more to In order ?han its exccut^n.* 

.7**? t ? £rd P ro P°**J. involving an enforcement of rebate rules would hel D 
•Lc^Siehtc undesirable reciprocal practices and arrangements engaged in by P 

• ruuic' in^r e ^:. r i t ;i o -uiL c t :“ h *'’ 8 ''.* nd the ovcr - thc : count " ■**«. 

• ^ • *• • ’ 

■archJl!d{^ e «*^,^? 8nl w *"? respect the desire of non-OTSE brokers to 
merchandise securities listed on our Exchange profitably and orererrin® nnr • 

£J“” thou compensated by artifice, wc propose that certain ou.lUted 

by thf l ’s^"rM? US “ V f Uvy * n<l 1 P««"ted these proposals for consideration 

xxmssz ss r - 




Robert W. Haack, 
President 
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UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 


ROSALIND FOGEL and GERALD FOGEL, : 


265a 


Plaintiffs, : 


-against- 


GEORGEA. CHESTNUTT, JR., et ol., : 

Defendants. : 


68 Civ. 2855 (IBW) 


RESPONSES TO 
PLAINTIFFS' 
INTERROGATORIES - 
SECOND SERIKS 


Defendants CHESTNUTT, et al., furnish the follow¬ 
ing responses to Plaintiffs' Interrogatories, Second Series 
(NOTE: There is no Interrogatory numbered 
”3" or numbered ”8", this Series having plainly 
been tailored from a pattern applicable to a 
load" fund having an "underwriter", rather than 
the facts applicable to American Investors Fund, 

Inc., a "no-load'.fund having no "underwriter" 
or "dealer-distributor".] 

• • • 

Interrogatory No. 1? 


i 

1.. p or each of the. -nrs 1963 through 1971 
list the total dollar volume of commission. aid by America,,! 
Investors Fund, Xnc. (the "Fund'-) on portfolio transactions ! 
executed otherwise than on a national securities exchange. | 

“• " • ... ; • I 

■BlUUifinsc l o_ Interrogatory ?.v> ] . j 
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Response to Interro 8 atory No. 4 of Plaintiffs' First Sorias 
of Interrogatories where, by stipulation of the parties, the 
answer was derived from the business records of defendants 
to Show data for the stipulated year 1968 with respect to 
all transactions executed other than on a national securi¬ 
ties exchange. The burden of deriving or ascertaining in¬ 
formation and answers with respect to other years is sub- j 
stantially the same for the plaintiffs serving this inter¬ 
rogatory as for the defendants, and notwithstanding the 
stipulation, if plaintiffs now desire information with re¬ 
spect to additional years, plaintiffs are hereby afforded 
reasonable opportunity to examine, audit and Inspect de¬ 
fendants' records and make copies, compilations, abstracts 
and summaries of such records which are the records of port¬ 
folio transactions kept in accordance with requirements of 
the Securities and Exchange Commission. 

( Intorrogaforv No. ? ; # 

, *'• (a > State whether any o£ the defendant, 

their officers, agents or employees have at any time from'. 

January 1, 1*3 to the present directed brokerage. ‘ 

business of the Fund to a New York , ' 

Stock Exchange member or 

member organisation .in return for the executions by such j 
Mow York Stock Exchange member or member organization of un- ! 
related transactions on a regional securities exchange : 

(i'.e., a national securities exchange other than the New York 
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I* 1 (fc) If the answer to (a) above is. in the 

affirmative^ state for each of the years 1963 through 1971; 

I ••...*• -.. 

• ■ J The total amount of commissions 

• • 

©n such unrelated trades executed on 

l < * 

• t • 

• • • 

• . ' regional exchanges; 

! • » • » 

• ■ • • • 

• .. 2# The total amount of give—ups 

* • • • 

• • paid on such unrelated trades; 

• ' 1 * • 

* . * • 

• ' 3. .The purpose for utilizing 
such unrelated trades: 

9 

• v • 

• • 

• • • 

« The total amount of give-ups 

°n such unrelated trades paid to non- 

• • 

• * * *\ •• • •• . . 

members of a national securities exchange; 

• * i ' . / 

I .*5. The person or.persons making 

. .... ouch request or direction. . \ 


tesponse to Interrogatory Kn. ?• 


Interrogatory No. 3; 


[There is no interrogatory numbered "3"] 


Interrogatory No. 4 ;' 

| . 4 * (a) For the years 1963 through 1971 

state whether any methods were ever utilized o'r^mpted to 
be utilized to channel amounts paid as commissions on fund 
portfolio transactions executed on tho New York or American 
stock Exchanges to non-members of said Exchanges. 
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(b) If the answer to (a) above is 
affirmative, describe each such method used or attempted, ' 
identifying in each case the person, or firms involved, the 
dollar amounts of commissions involved, the duration of the 

practice, and the reasons .for its use and termination'. 

• # • • 

• * 

Response to Interrogaforv No. L • 


J# 


Latcries Nos. 


[NOTE; .Interrogatories 5. « and 7 are answered together 

• (a) State whether at any time from j 

January 1, 1963 to the present any of the defendants discuss! 
with or otherwise informed any unaffiliated directors of the 1 
Fund of the possibility of recapturing uie Fund's brokerage ! 
commissions in any manner whatsoever, including but not ; 
limited to membership on regional exchanges, or H.A.s.D. ' ! 

affiliation by Chestnutt Corp. (the "investment adviser"). ' 

(b) If the answer to (a) above is in 
the affirmative, identify and describe each such discussion ! 

and all memoranda, minutes and other writings referring to i 
such discussions. • ; 

• i 


. 6 * State whether at any time from January 

1963 to the present .any discussion of the possibility of 
Exchange membership for the Fund, the investment adviser or ' 

any affiliate of the Fund or the investment adviser was dis- 
cussed bet ween Or amonrr .inu j. 


3 







... _ ^oyca * 

investment adviser, and if so identify and describe each such 

» . • . • 

discussion, including the tine,.place and persons present. 

• • • • * 

and all memoranda, minutes or other records referring to 
• ‘ » 

. ' * • • 

such discussions. 

• • 

I . 

• ... 

• . 

7. (a)- Identify and describe, by time, 

• • • 

place and persons present, all meetings of the boards of 

directors of the Fund or the investment adviser, from 1963 toi 
• • 

I 

the present at Which the possibility of recapturing brokerage 

• • • " • 

.. •• • 

commissions waa discussed. 

’ • • 1 

• • . r 

(b) State whether there is any 

.***’•* • • . . • 

existing record of such discussions, including but not limited 
. • . .1 
to memoranda, minutes, correspondence or tape recordings. 

. ’■ . . 

Response to Interro gatories Nos. 5. 6. 7 : 

All directors of the Fund knew and have always 
known since becoming directors that the Fund was a "no-load" 
Fund and sells its shares directly by mail, and to some ex¬ 
tent upon receipt of telephone orders, to subscribers who 
become Fund shareholders by such direct purchases without 
the intervention of, or any commission payable to, any broker 
or dealer, or underwriter. Accordingly, the Fund differs 
from most other mutual funds in that it is not "dealer- 
distributed", nor is there any "underwriter", nor is there 
any broker or dealer affiliated with the Fund or affiliated 
with the Adviser or affiliated with any officer or director 


of cither, and all direct 









t ? 


I 

facts at all tinrs. 

Ho director has suggested that the Adviser divert 
its resources, efforts and talent from advice and management 
of investments to enter the new/ untried and risky business 
of public brokerage or underwriting as one of many prerequi¬ 
sites to becoming a member of an exchange or of the N.A.S.D. 
The management of the Adviser understands that unaffiliated 
directors of the Fund are and have been categorically opposed 
to any brokerage or underwriting activity by the Adviser or 
such activity by any new brokerage or underwriting entity 
which might be created by or at the instance of the Adviser, 
because of the inherent conflict of interest and the diver¬ 
sion of attention and resources from investment advice and 

management*. ' 

• % 

All Fund directors have had brought to their atten¬ 
tion the February 1972 statement by the Securities and Ex¬ 
change Commission relating to the future structure of se- 

# 

curities markets, including the separate statement by its 
senior member, Commissioner Owens, expressly disapproving 
any brokerage functioning whatever by an affiliate of a 
mutual fund on its behalf, as constituting a clear conflict 
of interest, os well as the majority text suggesting the pro¬ 
priety of stock exchange membership and brokerage functioning 
where the brokerage activity, was preponderantly for the pub¬ 
lic, together with informal Commission statements indicating 
that any brokerage whatever for an affiliated mutual fund 


[ghguld_bc^permitted only where 80% of 


\ 


9 
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was with the general public os distinguished from any offiii-j 
sted mutual fund. The Adviser, upon advice of counsel, and 
in view of widely varying contentions advanced in legislative 
committees, conflicting views within the Securities and Ex¬ 
change Commission, and widely varying views within the securi¬ 
ties industry with respect to market structure, commission 
rate structure, applicability of antitrust laws, access to 
markets, and a variety of other matters, has in 1972 caused 
incorporation papers to be drawn for a possible brokerage 
subsidiary of the Adviser, which incorporation papers have 
not been filed pending clarification of legislative and 
practical considerations in the future, and the unaffiliated 
directors have been so informed. 

fa /Subsequent to the filing of an action by these 
identical plaintiffs in this Court, against these defendants 
and others in January 1967, (67 Civ. 60) which claimed, among 
other things, impropriety in connection with brokerage com- ! 
missions charged on Fund portfolio transactlS^^nsigh^C 
advised all of the directors of the Fund and the Adviser on f 


numerous occasions, including meetings of such Boards, that 
no impropriety had been found in connection therewith. On 
or about February 1968, upon the issuance by the Securities 
and Exchange Commission of its 1934 Act Release No. 8239 
dated January 26, 1968 proposing a new Rule 10b-10 (which 
proposal the Commission Inter withdrew). 

advised all of the directors of the Fund and the Adviser \ 

« „ X * 










proposed, but never adopted, new Rule 10b-10 by its express 


terms applied only to "dealer-distributed funds", rather 


than a no-load fund sueh as the Fund which has no "distribu- 

tor" Vir •• A 1 II 

I underwriter , and comnrel advised that the question 


lof possibility of recapture of brokerage commissions which 


the Fund is compelled to pay upon execution of portfolio 
transactions does not arise 

Defendants do not believe that there f ..e any papers 


or writing referring to any such discussions but defendants 
are continuing to search for any. Such advice from counsel 
has been on a continuing basis, including conferences with 
defendants in connection with the defense of both actions 

brought by these plaintiffs and in connection with periodic 
review of the Fund's Prospectus. 


[interrog atory No. ft ? 


[There is no interrogatory numbered "8"] 


Interrogatory Nn Q . 


• 9 * st ate whether from January 1/.1963 

J through December 31, 1971, any of the defendants,' their 

Officers, agents or employees testified before or participated 
in a transcribed discussion with the United States Securities 
end Exchange Commission or its staff, any state securities 
commission or any securities self-regulatory agency with ' 
respect to the payment of brokerage commissions, the exocutJn 
|of securities transactions, thq payment of investment advisory 


0 




I ■ 


2 7 3 3 I 

fees, the performance of investment advisory services, or the! 
performance of underwriting or distribution services. 

■ ’ . (b) ; If the answer to (a) above is 

affirmative, 8 s tatc the following: ‘ * 

. • •• • The person or persons tostifyir. 

* ~ * • 

* ' ° r P art icipating in each such discussion- 

• • . * * * • 

•* * * • 

. . * - t ;■ 2 * Por oacb such person, the date 

* ■ * • * 

V '' i of his testimony or discussion; 

• * n ea ch case, the agency con-j 

4 ' ducting the hearing or discussion; 

* 4. In each case, the nature of the 

... • sub 3 e °t matter testified to or discussed: ! 

• • • * ' , 

• — ... . ' - 5 * In ea ch case, whether the 

aefcndan ts have in their custody, possession 
* ‘ ‘ * • 

V' • - • '• or ccatrol a copy of the transcript of such 

. ‘ testimony or discussion; * and 

. *. * • 

.- . * 6. If the defendants do not have '■ 

*•.* ■** * . •* * 

• • • ' * n their custody, possession or control a » 

copy of such testimony or discussion, who ' 

• • .* * « 

• ’ does have such a copy. 

Response to Interrogatory No. q ? 

No, except to the extent that the transcript hereto¬ 
fore furnished plaintiffs' counsel of testimony in 1965 and 
1966, etc. may touch upon any of such matters. 
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I 

—. ■ «v- -M ■ • w V • 

• • 

10. State separately with respect to the 

i * • * 

• • 

• • • 

meetings and proceedings of the Fund's and the investment 

• • 

adviser's (1) stockholders, (2) boards of directors, and 

t 

(3) directors' committees, what records thereof were kept, 

• * - • • | 
including without limitation: minutes, transcripts, phonetic 

* I 

records, correspondence, memoranda, informal notes and notice 

• • • 

• • • 
of meetings and agenda. ,• * 

• • * • 

Response to Interrogatory No. 10 : . 

Records of each separately are minutes and where 
applicable notices and proxy statements and agenda. 

Interrogatory No. 11 ; ' 

% 

11». (a) State whether the allocation 

of the Fund's portfolio brokerage business among broker- 

i 

dealers was ever the topic of discussion at the Fund's or tht 

•I • ( * 

investment adviser's boards of directors meetings during the 

. . • . • 

period January 1, 1963 to date.. 

fa) the answer to (a) above is in 
the affirmative, identify and describe all such discussions 
by stating the dates, times,, persons present and subject mat- 
such discussions. 

(c) If any record exists of such 
discussions, identify and describe such record and state in 
whoso custody such record is being held. 

• • • 

• • - ‘ _-_L. 
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Response to Interrogatory No. 11 ; 

No, except that the Fund's policies with respect 
to brokerage are set forth in prospectuses which were re¬ 
viewed and approved by the directors of the Fund as re¬ 
corded in minutes of such meetings in the custody of cor- 

\ 

porate defendants. 


ROGERS HOGE & HILLS 

By / s j 

Clendon H. Lee 
Counsel for 

GEORGE A. CHESTNUTT, JR. 

JOHN CURRIER 
WARREN K. GREENE 
• STANLEY L. SABEL 

AMERICAN INVESTORS CORPORATION 
CHESTNUTT CORPORATION 


STATE OF' NEW YORK ) 
COUNTY OF NEW YORK ) 


ss. 


CLENDON H. LEE, being duly sworn, deposes and 
says that he has read the foregoing Responses to Interroga¬ 
tories - Second Series and knows the contents thereof and 
upon information and belief the same are true. The source 
of deponent s information is general familiarity with this 
case and conversations with defendants and examination of 
fries as well as personal knowledge as counsel, and this 
verification is made by deponent because defendants are 
without the County wherein deponent has his office 

/? 


/*»i _ % . i. •«, — 


Clendon H, Lee 


Sworn to before me this 
5th day of January, 1973. \ 

m;i \ l rii'.s'i.i. / 

KOTAJiY I'iV.II.:. »r Y«rl 
hv 

Qiinlifiril in Nriv V«»i\ C-.uiH 
COIMi.li.k.Ul I.,.**"* -U. ("J W 






LOOK-Sflym MUTUAL FUND 
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P.O. BOX 449, BACK BAY ANNEX^OSTON, MASSACHUSETTS 02117 

Prospectus 

APRIL 30 , 1973 

Loomis-Sayles Mutual Fund, Incorporated fthp , »p,,nri> , \ • 

which seeks reasonable long-term capital appreciati™ i * fex,bly mana0ed mutual fund 
of capital from undue risks. Consideration is Siven o cuTent a lS rUde^, aPPr ° aCh t0 pro,9c,io " 
folio securities but it is not a controllino fac J ThJ ? lncome m the selection of port- 
stocks and bonds in the Fund’s diversified portfoUo P'" 0p0rt ‘?" o1 common stocks, preferred 
management’s appraisal of the eco^om^ time * time according to 

inveslmenricounsel’flfm^'in'thTcoLmtry^serve^as^n^eslni ,he lar 9 eal and oldest 

advisory contract providing for a fee at the ,nvestm ent adviser to the Fund under an 

of the Fund's average net assets^oMy^on^vefaoe °7 % 00 the ,ir8t $1 “" 
as described under “Investment Adviser and Distribute®' 388618 3b ° Ve this amount - 

THE U pp| 0n 10 ,he o° th^ Fund’s ^mol^NOsTLETcLr'^ Wh ' Ch VaNeS wifh 

THE PRICE OF THE SHARES. The initial investment ?° LES CHARGE ,s INCLUDED IN 

$250 and any subsequent investment must be at least $50° ^ aCC ° Unt mUSl be a * ,east 


TABLE OF CONTENTS 

The Fund 
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Investment Objectives and Policies 2 P,an . * 

Per Share Income and Caoital Systematic Withdrawal Plans 

Changes . 3 Redemptions 
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^SIL 0 "" 1 " 9 P,iCe and Nel Asso1 ***, and 01,1,10O.O, 
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Shareholder Accounts «■ n . 

. 5 Ownership of Shares 
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PASSED UPON THE ACCURACY OR ADEQUACY nr T«y«t 1 orf° MM,SS,0N 
ANY REPRESENTATION TO THE CONTRAR^^ 

. Tho investor Is advised ,o lolain II,is prospcn.es lor lulere role,one.'' 
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December 31, 1972 the Fund paid total brokerage fees 
of approximately $300,000. About 309o of this total 
was allocated to brokers and dealers on the busts of 
such supplementary information and market quota¬ 
tions. In 1970 and 1971 the Fund paid total brokerage 
fees of approximately $265,000 and $415,000 respec¬ 
tively. None of this brokerage was placed with 
brokers on the basis of sales of Fund shares. 

L. S. Corporation, a wholly owned subsidiary of 
Loomis Saylcs, is a preferred rate noninember of the 
Boston and Pacific Coast Stock Exchanges for the 
purpose of recapturing brokerage for the Fund and 
other registered investment companies advised by 
Loomis Sayles. In this capacity, L. S. Corporation 
receives from time to time a portion of the brokerage 
commissions on Fund portfolio transactions carried 
out on these exchanges. When L. S. Corporation re¬ 
ceives brokerage commissions on Fund portfolio trans¬ 
actions in this manner, the compensation to be paid 
by the Fund to Loomis Sayles under the investment 
advisory contract is reduced by an amount equal to 
such commissions, less expenses of L. S. Corporation 
properly attributable thereto. Similar brokerage re¬ 
capture arrangements were effectuated by NELESCO 
with respect to portfolio transactions of the Fund for 
the years 1971 and 1972, and such arrangements 
resulted in a reduction in the compensation paid to 
Loomis Sayles by the Fund under the advisory con¬ 
tract in the amount of $2,945 in 1972. 

OWNERSHIP OF SHARES 

The Fund has authorized capital of 20,000,000 shares 
of common stock, $1 par value. The Fund's shares of 
common stock, when issued, are fully paid and non¬ 
assessable and have no preemptive or conversion 


rights. The shares are freely transferable, are entitled 
to dividends as determined by the Board of Directors 
and in liquidation are entitled to a ratable distribution 
of the net assets of the Fund. Shareholders are en¬ 
titled to one vote per share on all matters subject to 
shareholder action. 

At March 3, 1973 there were 11,221,779 capital 
sharer of the Fund issued and outstanding, excluding 
trcasi t shares. 

LITIGATION 

In December. 1968, an action entitled Joseph B. 
Kauffman v. The Dreyfus Fund, Inc. et al., was 
brought in the United States District Court for the 
District of New Jersey against sixty-five named mu¬ 
tual funds, mutual funds "affiliated or related thereto”, 
the investment advisers of the named funds and cer¬ 
tain affiliated individuals. The plaintiff purports to 
bring the action derivatively on behalf of four funds 
in which he allegedly owned shares. The plaintiff is 
not a shareholder of the Fund, but the Fund and 
Loomis Sayles are named in the complaint. The ac¬ 
tion, as brought against the Fund and Loomis Sayles, 
was transferred to the United States District Court for 
the District of Massachusetts, where it was dismissed 
without prejudice on July 7, 1972 on certain prelim¬ 
inary motions by the defendants. The dismissal has 
been appealed to the United States First Circuit Court 
of Appeals. The complaint alleges a conspiracy among 
managements of externally managed mutual funds 
and others to fix excessive management fees and to 
restrain competition. The complaint seeks damages in 
an unspecified amount and injunctive relief. The 
Fund denies, and is informed that Loomis Sayles and 
other funds advised by it also deny, any wrongdoing 
alleged against them in the complaint. 


10 
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SCUDDER, STEVENS & CLARK 
COMMON STOCK FUND, INC. 

(A NO LOAD FUND ORGANIZED IN MASSACHUSETTS IN 1929 
BY SCUDDER. STEVENS & CLARK) 

• 

10 Post Office Square. Boston, Massachusetts 02109 
Area Code 617—482-3990 

PROSPECTUS 

APRIL 30. 1973 

0k 

A No Load Fund. This is a no load fund wherein the investor buys shares at the net asset value without 
payment of a sales charge. 

Subscription Requirements. Investors must subscribe initially for at least $500 in Fund shares ex¬ 
cept under certain plans. Subsequent purchases by check may be for any amount; the minimum is 
$500 if orders are received unaccompanied by check. See "How to Buy Shares," page 5. 

Investment Objectives. The Fund is designed to provide investors with a portfolio of common stocks. 
Its objective is possible long-term growth of capital. The above objective cannot be changed without 
th? affirmative vote of (1) the holders of a majority of the outstanding shares of Capital Stock of the 
Fund or (2) the holders of 67% of the shares present if more than 50% of the shares are present at a 
meeting in person or by proxy, whichever is less. 

This Prospectus contains information you need to know about this investment 
company, it is important that you read it carefully BEFORE you decide to invest and 
retain it for future reference. 

Investment Adviser. The Fund’s investments are supervised by Scudder. Stevens & Clark, one of the 
nation's oldest and largest firms of investment counsel. The Fund has an investment advisory contract 
with Scudder. Stevens & Clark under which it pays a quarterly fee of 1/8 of 1% (approximately 1/2 of 
1% on an annual basis) of the average daily net assets c. the Fund, except that for any calendar quar¬ 
ter during which the average of the daily values of the Fund’s net assets exceeds $125,000,000, the 
fee payable for that quarter based on the portion of the average net asset value over $125,000,000 
shall be 1/10 of 1% (approximately 2/5 of 1% annually) of that portion. See "Investment Advice." 
page 9. 




«V ri»r 


* fCoi’^'Tirc 


EXCHANGE COMMISSION NOR HAS THE COMMISSION PASSED UPON THE ACCURACY Oft ADEQUACY 
OF THIS PROSPECTUS. ANY REPRESENTATION TO THE CONTRARY IS A CRIMINAL OFFENSE. 
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ALLOCATION OF BROKERAGE: With respect to 
th* purchases and sales of securities for the 
portfolio of the Fund, the primary objective is 
to obtain the most favorable prices and execu¬ 
tion of orders. It is the Fund's practice, when it 
can be done, consistent with the policy of ob¬ 
taining best price and execution, to place a por¬ 
tion of orders for the purchase and sale of 
portfolio securities with brokers and dealers 
who supply market quotations to the custodian 
of the Fund for appraisal purposes, or who sup¬ 
ply supplementary research and statistical in¬ 
formation to Scudder. Stevens & Clark, the 
Fund's investment adviser. 

In the fiscal year ended December 31. 1972. 
$208,604 (55.3%) of the total brokerage com¬ 
missions ($379,063) paid by the Fund resulted 
from orders placed, consistent with the policy 
of obtaining best price and execution, with 
dealers on the basis of providing research in¬ 
formation to the investment adviser. The Fund 
also paid brokerage commissions of $2,037 
(0.5%) for transactions placed with dealers who 
supply market quotations to the custodian of 
the Fund for appraisal purposes. Although re¬ 
search. market and statistical information from 
brokers and dealers is useful to the Fund and to 
its investment adviser, it is the opinion of the 
Management of the Fund that such information 
is only supplementary to the investment ad¬ 
viser's own research effort since the information 
must still be analyzed, weighed, and reviewed 
by the adviser's staff. An additional portion of 
such brokerage business was placed with brokers 
and dealers using the sales of shares of the Fund 
resulting from their recommendations as a fac¬ 
tor in the selection of such brokers and dealers. 
In the year ended December 31. 1972. $1,055 of 
the Fund’s brokerage business was so placed. 
On March 7. 1972, the Board of Directors of the 
Fund voted to discontinue this policy. The bal¬ 
ance of such brokerage was not allocated to any 
particular dealer or with regard to the above- 
mentioned or any other special factors. Except 
for implementing the policy above stated, there 
is no intention to place portfolio transactions 


with any particular brokers or dealers or group 
thereof. In effecting transactions in over-the- 
counter securities, the Fund deals with the prin¬ 
cipal market-makers for the security being 
traded unless, after exercising care, it appears 
that better price and execution are available else¬ 
where. 

The Fund generally uses the personnel and 
facilities of Scudder Fund Distributors. Inc., a 
corporation wholly-owned by Scudder. Stevens 
& Clark, to place orders on behalf of the Fund 
with other brokers and dealers. Scudder Fund 
Distributors. Inc. receives no commission, fees 
or other remuneration from the Fund for this 
service. The requirement that members of na¬ 
tional securities exchanges charge a fixed mini¬ 
mum commission on transactions in listed 
securities has been eliminated for that portion 
of any order greater than $300,000. In such 
transactions, the Fund may combine its pur¬ 
chase or sales orders with other investment 
company clients advised by Scudder, Stevens & 
Clark in order to take advantage of negotiated 
commissions on the portion of the combined 
order in excess of $300,000 and quantity dis¬ 
counts applicable to orders in excess of $2,500 
or 1,000 shares but less than $300,000. In 
placing such orders, the Fund will continue to 
seek the best prir and execution, taking into 
consideration the ate of commission on such 
excess. The Securities and Exchange Commis¬ 
sion has proposed that the amount beyond 
which commissions are subject to negotiation 
be reduced to $100,000. If the proposal of the 
Commission is implemented, the Fund will con¬ 
duct its portfolio transactions in accordance 
with the announced policy. 

In order to take advantage of opportunities 
for recapture of brokerage commissions for 
the benefit of the Fund, as of December 1. 1971, 
Scudder Fund Distributors. Inc. became an ap¬ 
proved non-member of the Pacific Coast Stock 
Exchange and on December 22. 1971, it became 
an approved non-member of the Boston Stock 
Exchange. As a member of the National Associa¬ 
tion of Securities Dealers, Inc., Scudder Fund 
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Distributors may receive a discount from the 
specified minimum commission on transac¬ 
tions executed on the Detroit Stock Exchange. 
If Scudder Fund Distributors effects any port¬ 
folio transactions for the Fund on these ex¬ 
changes. it is intended to credit any net savings 
in commissions against the advisory fee payable 
to the adviser. During the fiscal year ended 
December 31. 1972 $6,990 was credited in 
commissions against the advisory fee payable 
to Scudder, Stevens & Clark. No transactions 
will be placed upon any exchange unless it is 
believed that best price and execution can be 
achieved. It is possible that generally similar 
arrangements at the same or different rates 
may be permitted by other regional stock, ex¬ 
changes. There is no assurance that any such 
arrangements on the Boston. Detroit. Pacific or 
other stock exchanges will continue or will re¬ 
sult in significant savings to the Fund. On Janu¬ 
ary 16. 1973, the Securities and Exchange Com¬ 
mission stated that it is reviewing the ability of 
institutional members, such as the Fund, to 
continue to obtain a credit for a portion of its 
brokerage commissions on all or some of these 
exchanges. 

• 

HOW NET ASSET VALUE IS DETERMINED: The 

net asset value is determined by the Custodian, 
State Street Bank and Trust Company, as of the 
close of trading on the New York Stock Exchange 
on each day. during which such Exchange is open 
for trading, by dividing the total assets of the 
Fund, less all liabilities, by the total number of 
shares outstanding. Such determination is made 
(a) by appraising portfolio securities which are 
traded on the New York Stock Exchange at the 
last sale price on that Exchange on the day as of 
which assets are valued, or. if no sale occurs, the 
security is valued at the closing bid price, ex¬ 
cept that where the spread between bid and 
asked is more than two points, the mean price 
between such bid and asked is used and except 
that if no bid price is available, then a price one- 
half point less than the offering price, if avail¬ 
able, is used, (b) by appraising other securities 
as nearly as possible in the manner described 


in clause (a) if traded oh any other exchange, or 
actively traded in the over-the-counter market, 
and (c) by appraising all other securities, includ¬ 
ing restricted securities and securities for which 
no market quotation is available and other as¬ 
sets. at fair value as determined in good faith by 
the Board of Directors. 

The Fund may issue shares at net asset value 
in connection with any merger or consolidation 
with, or acquisition of the assets of. any invest¬ 
ment company or personal holding company, 
subject to the requirements of the Investment 
Company Act of 1940. 

UNDERWRITING CONTRACT: The Fund has an 
underwriting agreement with Scudder Fund Dis¬ 
tributors, Inc., a Massachusetts corporation 
formed In 1947. The Fund’s underwriting con¬ 
tract has been continued until May 1. 1974 and 
remains in force from year to year thereafter 
only if its continuance is approved annually by a 
majority of the members of the Board of Direc¬ 
tors who are not parties to such contract or in¬ 
terested persons of any such party and by vote of 
a majority of the Board of Directors or a majority 
of the outstanding shares. The Fund has agreed 
to pay all expenses in connection with registra¬ 
tion of its shares with the Securities and Ex¬ 
change Commission and filing fees in connection 
with registration of its shares under the various 
state “blue-sky” laws and assumes the cost of 
preparation of prospectuses, stock certificates 
and other expenses. Scudder Fund Distributors. 
Inc. pays all expenses of printing prospectuses 
used in offering shares, expenses other than 
filing fees of qualification of Fund shares in 
various states and all other expenses in con¬ 
nection with the offer and sale of shares which 
are not specifically allocated to the Fund. Scud¬ 
der Fund Distributors. Inc. also acts as under¬ 
writer for Scudder. Stevens & Clark Balanced 
Fund. Inc., Scudder Special Fund. Inc.. Scudder 
Development Fund. Scudder International 
Investments Ltd., and Farm Bureau Mutual 
Fund, Inc. The expenses of its operations are 
borne by Scudder. Stevens & Clark by whom it 
is wholly owned. 
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ent timetable, and stated that it will review the level for competitively 
determined commission rates in October 1972. The Subcommittee has 

dilfercnce in impact on the industry between 
a $500,000 breakpoint and a $300,000 breakpoint is minimal, and a 
number of witnesses indicated that a further reduction in the break¬ 
point may be warranted prior to the date scheduled by the SEC. The 
Subcommittee agreeg. A further reduction in the breakpoint by the 
r.xchange when it conducts its review in October is warranted. The 
ui cou ° “*en adjust its timctnblo accordingly. So long as reason- 
able progress along this road is being made, the Subcommittee will 
defer legislative action. 

The Subcommittee agrees with the testimony of a large number of 

<mvwSSfi i 8 110 gasoil to freeze competitive rates at the 

K $100,000 level. The Subcommittee finds no logical justification for com- 
tition on institutional size transactions while perpetuating rate 
mg on transactions of small investors. If steps are not taken to 
continue to reduce the breakpoint below the $100,000 level until all 
to do so 188 aP# ab ° 18hed ’ 1118 Subcommittee will introduce legislation 

There has been much debate over the desirability of a fixed minimum 
commission rate system. But the Congress, the Department of Justice, 
and the SEC have determined that the public interest wiii best be 
served by replacing fixed prices with a competitive rate system. The 
debate should now end. If the securities industry expends as much 
energy in adjusting to a competitive system as it has in debating its 
wisdom, the Subcommittee is convinced that the industry will not onlr 
survive, but it will flourish. 

10. Qualifications for membership on registered national securities 
exchanges 

'Die controversy over institutional membership lias been intense, the 
statements pro and con have been full, the resolution whatever it may 
be wdl have pervasive and far-reaching impacts, and thus the question 
is doubtless as important as any other now before us. 

It is clear from our hearings, as well as from material presented 
before our Senate counterparts and the Commission, that the case for 
preserving a flat bar against institutional membership—a bar which 

even the New i ork Stock Exchange itself is now proposing to lift_ 

has not been made. First, such a bar against entry of strong competi¬ 
tion is unique and inconsistent with our national preference for com¬ 
petition rather than monopoly, oligopoly, or regulation. Second, even 
where such a bar has oeen imposed, it has been applied inequitably, 
in that broker-dealers inside the bar have been allowed to enter into 
competition with outsiders in such lucrative fields as money manage¬ 
ment, insurance sales, and so forth, but outside firms whose prime 
activity is in those fields have not been allowed to compete in the 
broker-dealers field. As a result, firms outside have suffered demon¬ 
strable competitive disadvantages. Moreover, the exchanges imposing 
the bar against institutional membership have not even been consistent 
*" CXC u‘r m 5 n outsiders, as evidenced by the member firms which 
are substantially or wholly owned by a foreign bank, a tire company. 
a conglomerate which includes an insurance company, and so forth, 
me Com~>ssion and even those exchanges where the ban against 








institutions has been most strongly defended are now proposine its 
replacement. Our overriding concerns are: (1) To assure tlfat 
placement does indeed remove the competitive inequities and other 

E o C d!l'i Ct f. 0f ,h * flat ,,nn ' 11 ^ a minimal move <Scu 

lafed to deflate the controversy just enough to allow preservation of 

m2! pr ,v ilcec>:(2) To assure tl.at in the manifold changes 
!! 0 Jr , » 0 ?- ,,rn t n ^’ * 16 markc t# do not lieeotne the exclusive province of 
institutional investors, but retain broad public participation Every 

mission testlfind °“ l h>3 matter, whether representing the Com¬ 
mission, any segment of tnc securities business, or an institutional 
l>rcwul public participation (be s.nt ™„o(.Z' 
nr™™ 1 # Ctl ” n mftr ^ c i "t 11 i* ncln R mcci ftnism, ns a crucial part of the 

“ d “ 8 * syettm for 

f" dS tha t 4 any re S is ‘ cred broker-dealer who meets 
FIT™. j nd competency standards should he permitted to 

£5Jni? Jcred national securities exchange. Capitol nnd com- 

S'SSJSS! ““ VC Cn “ n * ,0r dcl0 ™ ini ”e eligibility 

should Sil l ,urt,M ? tbat no registered broker-dealer 

S3 ac^oni, *»12 pWt °S n A*^l br< ? kera ? e transactions for its affili- 
ated accounts. 1 nus, we find that institutionally affiliated broker- 

beyme membe^ of ^y registered national Juritie, 

I b3l-or«^ Bh , ou . ld £ precluded from handling anv 

/ 1 ”j-™?!i^ n ! a ^ 10 a n ?,^ 0r th ? 1 jt affibated institutions. We hove con- 

J ^ hlbl?J •??J | bpuldnot trke effect unJUTho 
co mmission rateshas're ached 

at fir8t . blush the Securities and Exchange Commission’s 
pending proposal to require all members of registered national secu- 
“B||T J° * at f** 80 percent of thSir brokerage 

witn non ami in ted nrrnnnta nnneare .i_.a 



1Vi- - rr j rrn ^ >^iimnaaiun s proposal win cause more 

pood The Commission’s proposal may cause undesirable 
pLiV “, ve i ad •v I T e , im P acts on regional brokerage firms, 
ini 0 ^!\ dcnh8b b°P kkee ping problems for the Purities 
industry and might have the effect of inducing brokerage firms to 

^*ir bllC CU f St °n re ’ “count® in order to meet applicaSe Dercent- 

cureful consideration, therefore, the Subcom- 
mdtee has concluded that the Commission’s proposed percentage test 
is contrary to the public interest and should not be adopted. 
n J",' t f„ Fpbruar ^ Pol 'cy Statement, the SEC defined “affiliated 
™l n » ^ ,n RUcb “ m anner so as to include pension funds as well as 
related insurance companies, mutual funds and banks. The dollar 

S i a rT funds under management far exceeds that of 
Yoik 18 gr °'T lnp j fc an ^creasing rate. When the New 

SFr-« ^ ,ea90d Proposed rules to “implement” the 

•«7 ICy ^ ate J ie l nt ’ P® nslon ^vere characterised 
busineffl. The Subcommittee finds that the distinction 
mn*,?? iP haS att p m P ted to draw between pension funds nnd 
■mtaMJAinda is spn nous and our legislation will define affiliated 
•ccounta along the lines of the SEC’s February Policy Statement 
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Tlw jnbcommittee believes that nn additional measure is also 
appiy ; iate. Section 17 of the Investment Company Act of 1940 
prohibits a brokor-dealcr from acting as principal in anv transaction 
*ii affiliated investment company. Such a prohibition appears 

‘>e sound and should, by appropriate legislation, be extended to 
apply to other types of managed accounts such as pension and other 
employee benefit funds. 

11. Relationship between the securities laws and the antitrust laws 

The Subcommittee believes that Congress should consider whether 
treble damages in antitrust actions challenging exchange rules should 
be mandatory or discretionary with the district court judge. Aside 
frv > n this one area we believe that no legislation is needed. 

.t . *8 been argued that the court decisions on tho relationship of the 
Federal securities laws and the Federal antitrust laws leave the ques- 
tion of antitrust immunity for national securities exchanges unciear. 
The Subcommittee believes that the court decisions are in fact clear and 
correct. Such decisions are fully discussed in Chapter XIII of this 
report. 

As we read the cases, they provide that rules, policies, practices, and 
actions of national securities exchanges are immune from the antitrust 
laws to the extent necessary to make the securities laws work, and then 
only to the minimum extent. Moreover, the courts have held, cor¬ 
rectly in our view, that the supervisory presence of the SEC cannot 
divest the courts of their power to enforce the antitrust laws. In this 
connection, the courts have retained jurisdiction to decide antitrust 
matters involving exchange rules instead of referring these matters to 
the Commission for its initial determination. This is the procedure 
urged upon tho courts by the Department of Justice and, we believe, 
the correct procedure to follow. The courts do have the benefit of the 
Commission s views in deciding these matters, however, since the Com¬ 
mission can. and usually does, file friend of the court briefs in any and 
all such actions. Indeed, the Commission has gone further in one such 
case and has intervened as a party. 

The exchanges argue that the possibility of antitrust liabilities has 
a chilling effect on their cooneAtivc regulatory activities. In reviewing 
the antitrust actions in which the five major exchanges are now parties, 
we note that few of these actions are brought to challenge practices of 
the exchange having to do with such regulator activities ns the pre¬ 
vention of fraud or manipulation. Rather, the great bulk of these law¬ 
suits have born brought to challenge rules of the exchanges which the 
department of Justice has characterized ns “not designed io protect 
the investing public, but rather to protect the economic interests of the 
particular exchange community.” We can see no reason why such rules 
should be shielded from antitrust scrutiny. 

It has been argued that it is not fair to impose mandatory treble 
damages in actions challenging exchange rules which have been re- 
viewed by the SEC pursuant to its rule 17a-8. It has been suggested 
that the requirement of mandatory treble damages in such actions 
might influence the decision of the district court on the merits. On the 
other hand, it is argued that the threat of mandatory treble damages is 
an effective deterrent against anticompetitive practices. As already in- 
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profit. “Sculping” is clenrly unlawful.’ Broker-dealer money mannpers 
may f»»il to obtain “liest execution’’ for managed accounts, in order to 
favor their own pecuniary interests in obtaining commissions through 
reciprocal arrangements.* Or such broker-dealers may use managed or 
discretionary accounts as vehicles for absorbing positions in securities 
which otherwise might have been difficult for tneir affiliated accounts 
to dispose of.* Finally, to the extent that competitively determined 
commission rates are in effect, broker-dealer money managers may be 
in a conflict of interest position ns to “negotiating” the appropriate 
commission to bo charged in a transaction for a managed account. 10 
The Subcommittee has been urged, therefore, to propose legislation 
requiring the complete separation of brokerage and money 
management. 

On the other hand, wo have heard testimony that conflicts of interest 
arc endemic to the securities business, that the conflicts described al»cve 
have been handled reasonably well ny the brokerage community and 
that therefore no legislation is needed. It is also argued that broker- 
dealers should be allowed to diversify their business so that they may 
earn income from a relatively stable source., such as money manage¬ 
ment, to counterbalance fluctuations in income obtained from the more 
cyclical brokerage end of their operations. Moreover, it is argued tluit 
because of their experience, broker-dealers can perforin valuable money 
management services for those who desire them. 

The Subcommittee finds that there is no necessity to require 
that broker-dealers choose between the brokerage or the money 
management business. We find, however, that the conflicts are sig¬ 
nificant enough to warrant amending the Securities Exchange 
Act to prohibit registered broker-dealers from directly or indi¬ 
rectly performing brokerage transactions for their affiliated ac¬ 
counts. To implement this recommendation, it may also be neces¬ 
sary to repeal Section 17(e)(2) of the Investment Company Act 
of 1940. Thus broker-dealers could choose to manage certain ac¬ 
counts with the knowledge that they could not engage in broker¬ 
age transactions for those accounts, while electing not to manage 
other accounts in the hope that they could obtain brokerage 
business from them. 11 

The Subcommittee believes that an additional measure is also 
appropriate. Section 17 of the Investment Company Act of 1940 
prohibits a broker-dealer from acting as principal in any trans¬ 
action with an affiliated investment company. Such a prohibition 
appears to be sound and should, by appropriate legislation, be ex- 


* See generally 1 I-naa l.'BO (at*ting that aealptng ronatltntea a rlolatlon of Station • 
of the Seciirltlea r.xrhange Aetl. Kee alan RFC t . Capital Oaleu Rraaareh Dnreap. tne., 
37.1 ITS. ISO <10031 nnd Comment. The Refiatatlnn of fnreetment A-I rice: HubertIptian 
AAr Inert nuH Fhluriuru nutlet, fin Mich. L- Rer. 1220 (ISOM and other authorttlea col¬ 
lected In A 1»«« 171.'. I loom. Similarly. whe-e a hroker dealer fatla to dlaelnac to a 
riiatomer thnt he nefa n» market-maker In aeenrlflea recommended hr him. thla haa heen 
held to I e a rlolntlnn of Rule lOh-.A. See Cheelnt r. fimlth Rararp 4 Co., far., 4.U F. td 
HOT 1C A. 2. 10711. 

•See Statemeot of Krneat I,. Polk III. at Hearing*. n. AIM. See alao Fleming* f»p. 
4024-4027 and Wellea. "Should Money Management and Brokerage Be Separated?" Instl- 
tutlonol Invnator (June 1071). at p. 22. 

•Id 

“Id. 

n It haa haen argoetl that broker-dealer* who manage tnreatment eompanlea mar ham 
dtfllmlfjr la dlreannc themaelvea of the adrlaory contrnrta. ehonld they chooae to do ao. 
heeniiae of the ileclelnn In Rneru/rlA y. mark, 440 F. 2d 13.17 (C.A. 2. 10711. H.R. 10.104 
(02d Cong, 2d Seat. 1072). currently ,tending before thla Subcommittee, deala with thla 
queatlon. 
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Si nee there are now a number of broker-dealers who perform broker- 

t/mft^1m»m f ° r th ^T accounts, some reasonable period of 

time should be provided to allow those firms to adjust their practices. 

wmeTreX dea?«ra® intervn, J h « Subcommittee is aware that 
some broker-dealers who are members of regional exchanges 

l^rokerepe transactions for affiliated institutions to cffecTcost »v? 

institutions. With the lowering of the breakpoint for 

mEs 1 of 'derivi™ r! PS f ° thp . 9, ."W level, and boKr,such 
methods of denvuig realistic commission costs wiH no loncer be 

necessary. Thus It appears reasonable to set the effective date of the 
proposed prohibition sometime after the breakooint has re»rh»H 
the $100,000 level, which shall be no later than April 1974. 

'\m posedTmmedhLte 1 ressed ’ however, that unless the prohibition is 

• d ^ y - ,nrpe number8 of institutions will form broker- 
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rarcs ..jiproncJies the $100,000 level, most institutional transactions will 
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ture. With the reduction in the breakpoint called for bv the Sub 
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knowing that finch activities will become illegal around April 1974 ?« 
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member organization including its approved corporate 
affiliates and subsidiaries, or its parent, as the case may be, 
acts as a Floor trader, specialist, so-called “two dollar 
broker,” odd lot broker, arbitrageur, or holds itself out to, 
and transacts business generally with, tho public as a broker 
or dealer in securities. ... A member organization’s, or its 
parent’s “primary purpose” shall be presumed to be the trans¬ 
action of business as a broker or dealer in securities if its 
gross income . . . from activities of the type described in 
the preceding sentence and from interest charges imposed 
with respect to debit balances in customers’ accounts is at 
least 50% of its total gross income. . . .** 

It should be noted that this rule does not include income from 
investment advisory and investment company management activities 
as income which is of a type qualifying to meet the primary purpose 
test. However, brokerage income received by member firms*in lieu of 
fees from advisory accounts managed by them is included. 

Under this rule, most institutions cannot themselves qualify for 
Exchange membership because 50% of their total gross income is not 
attributable to broker-dealer activities of the type described in Rule 
318.12. This is true even if such institutions arc registered as broker- 
dealers under the Exchange Act. As noted, income from investment 
advisory and investment company management activities is not con¬ 
sidered broker-dealer revenue, even though such activities represent 
a substantial pnrt of the business of many NYSE member firms. 

.Furlhvrinorc, this rule precluded a broker-dealer subsidiary of an 
institution from membership, even if such subsidiary itself meets the 
piimary purpose test, unless the “parent” institution can also meet the 
primary purpose test. Thus, institutions cannot obtain membership 
by organizing or acquiring a broker-dealer subsidiary. 

ii. Pacific Coast Stock Exchange 

The Pacific Coast Stock Exchange was the first regional stock 
exchange to admit subsidiaries of institutional investors to member- 
<rP‘ * n }admitted Kansas City Securities, tho brokerage 
affiliate of \\ added & Reed, Inc., a large mutual fund manager. 4 * At 
the time, the PCSE did not have any rule prohibiting member firms 
from being controlled by publicly held companies. Within a year of the 
° City Securities, the Exchange admitted the 

subsidiaries of three other mutunl fund advisors: IDS Securities 
Corporation, a subsidiary of Investors Diversified Services. Inc.: 
Emmet A. Larkin Co., a subsidiary of Channine Co., Inc.; and Im¬ 
perial Securities, Inc., a subsidiary of Imperial Financial Services, 

After the admission of these members, the exchange revised it" 
criteria for membership to prevent subsidiaries of mutual fund ad¬ 
visors from becoming members unless the shures of the mutual fund 
were sold to the public through a captive soles force rather than through 
broker-dealers . 47 This restriction was designed to prevent the broker- 
distributed funds from recapturing the commissions which they might 

•NYSR II.OrJlH 12. 

•/JlUfaw 00 * 1 '" T “ t04 8,uJ r. »“P'« nou 10, it 2900. 
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otherwise instruct the executing broker to ‘Viv* im" . , 

mernben, «ho »ld .ho Z “lift 

Exchange further modified its rules to exclude hiiv firms contmil#, i 
bv persons outside the securities business. However a grandfather 

Governors, all active stockholders of a corporate memhpr firm <sK n 

be active in the business and this required- 8ho1 ' 

«l > ^Lh°i t | be deemed 10 be mefc in “»y case where a voting 
T^°± T *?• a cor Pp r . aU °n unless the principal business of 
that corporation and its parent, subsidiaries and affiliated 

E IU fid atl .° n V ak i n F n ft cons °bdated basis shall be that of n 
no * b !l 0kcr " dea er m socurities - A parent or subsidiary of 
^ organization may be excluded from suchcon- 

Up ° n ter S s and conditions as the Board of Gov¬ 
ernors may require. 40 vjuv 

Nevertheless, the PCSE still has eighteen institutional members. 4 ' 
Hi. Midwest Stock Exchange 

P™ •« explicitly 

tion which may own or control a member firm. The MSF h™ 
require, however, that the member firm conduct a "general” securities 
busmess pnmanlv with the "public” and not with „am!t An 
organization con be a member only if— ^ 

at least 50 percent of all brokerage commissions earned by 
the member organization on the Exchange is from transact 
tions for customers other than affiliates, and at least 50 
percent of the member organization’s gross income from its 
entire secunUes business is derived from business with or for 
customers other than affiliates.* 

? on<ain provisions regarding parents. Like the 

hnl#W 5 i r E re,a1 " 8 * he n Kbt of disapproval of principal stock- 

UwMSEunlikTf member conizations. 44 How ever, 

uie Alar#, unlike the N \ i>E, does not autoninticallv disannrove anv 1 

parent which is not primarily a broker-dealer. There must be "affirni- 
ative grounds for such disapproval. 44 

i». PBXV Stock Exchange 

J' e PBW (formerly the Philailelphift-Bnltimore-Washin«- 

diS ) n^TorSdbit°Te m . a,JC l , - ,,e intfrnal 1>oli '-~ v decision Sat its nili 
_ 1 not P rol| ibit membership to institutional affiliates or impose 

liutltutlon.il tmroior Sluilv »»nr» not. 1 .t no#, 

- St ix; | "*■ 

•> msf^r i"'.'?* 8 ' u < 1 y ,”•»"« not. a. at aio. 

“ MSF. Cctj^U rt ,., X Ah r t,ulJ'l , ,‘e‘)T^.‘ 0n 

H E 'c«iM 11 utio?T Art, VV! 1 ru W,’<T of Tr * d,n * *ntl Mork.tt, January U. IttTt, at I. I 
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requirements as to the type of business in which the parent organiza¬ 
tions may engage. 

As a result, early in 1968 the PBW began admitting subsidiaries of 
financial institutions to membership. The PBW has continued ever 
. since to accept and even to solicit such applicants. As a result the 
PBW now has a large number of members who are subsidiaries of 
institutional investors. Of a total of 295 member organizations, 38 
(or approximately 16%) are brokerage affiliates of financial 
institutions." 

In its rules on membership, the PBW, like the MSE,* 7 does not 
concern itself with the business of the parent. However, unlike the 
MSE. it also does not limit the amount of business the member firm 
can do with its parent. The Exchange has extended certain of its 
regulatory controls over the parents of member firms by reserving the 
right to examine the books and records of the parent and any of its 
affiliates, as well as by reserving the power to compel s member firm 
to sever connections with its parent.'* And while the Exchange does 
not require that the "primary purpose" of the parent must be the 
transaction of business as a broker or dealer in securities, its constitu¬ 
tion does apply a "primary purpose" test to the member firm itself." 

S. PROBLEMS RESULTING PROM COMBINATION OF MONEY 
MANAGEMENT AND BROKERAGE 

The combination of money management and brokerage under the 
differing rule* of the various stock exchanges has created a number of 
difficulties. These difficulties fall into three basic categories: (1) im¬ 
pediments to fair competition between money managers; (2) conflicts 
of interest; and (3) distortion in the evolution of the central market 
system. 

a. Barriers to Fair Competition Between Money Managers 

As noted above," different stock exchanges take different ap¬ 
proaches toward the combination of money management and broker¬ 
age. In some cases these rules discriminate between firms which are 
in essentially similar businesses, admitting some and boning others 
solely upon the basis of differences in the percentage of the firm’s 
income which is derived from one line of business or another. A firm 
which receives 49% of its gross income from money management and 
51% from brokerage and related activities* 1 is eligible for NYSE 
membership. A firm which receives only 49% of its income from 
brokerage is not eligible for membership. * 

This discrimination gives exchange members who want to enter the 
money management business a competitive advantage over money 
managers who are unable to join exchanges. This competitive ad- 

“2 Securities Industry Study Hearings Before the Suhcnmm. on Securities of the Senate Comm, on 
Banking. Hou Inf A Vrhrn Attain. i-Jd Cons., let Set*. (I‘TI) at 218 thrirlnuftei rltn' rr "Study Heat¬ 
ings"). Paris 1-2 of there heoilutrs «ere held In the 1st besifon of the »2d Conjttni, paru 1-4 were iield In 
the 2d melon. 

• Sea Wet at fni. 52 88 rupr«. 

■* Statement of the l*ll\V Stork Eschange, SEC. Market Structure Hearings, retire note 21, at S (October 
1971). 

» PBW ron-tlltl'lnn. Art. XIV, | 2. 

“See | C.I.d., Mure. 

* Pee* received for money management services are not considered to he Income from the transaction 
of business at a broker or dealer In securities although brokerage coinnitseions received In lieu ol ouch led 
are. NYSE Rule 11*12. 
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it would limit the brokerage-money management combination to 
Pnmnnlv cncngc.l m performing brokerage services, its principal 
‘T" ful * 0,1 U,0 f relationships which do not give riseto 

conflicts of interest—namely those in which the nffilinted broker does 
bus ness only for the managed account and passe, all its profits back 
to that account. Furthermore, Martin’s failure to connect the issues of 
^ f *' e commissions and institutional membership also neglects 
the fact that most of the conflicts are aggravated by the existence of 
nxeu commissions. 

''J 1 / 1 * '! ie ^ Ia ':“ n proposals would eliminate the economic problems 
resulting from differing rules regarding membership, and the market 
distortion which tins has created, they fail to deni with the broad 
competitive advantage exchange members have in competing for 
money management. Indeed, except with respect to investment com¬ 
panies it seeks to perpetuate this competitive favoritism bv govern¬ 
mental action. Exchange members would be free to realize profits 
rom two sources—a management fee and commission income—but 
money managers would be barred from earning commisson income. 

In an attempt to eliminate the most obvious symptom of this com¬ 
petitive inequality, Martin would prohibit member firms “from 

. ftpninst nny fee barged for investment 
atl\ ice But Martin does not propose, nor has anvone else seriously 
suggested, that a fixed minimum advisory fee be established at a 
level which would make advisory business profitable in its own right, 
therefore, exchange members in setting advisory fees mav take into 
account expected commission income from the managed account or. 
m fact, maj’ charge no advisor}' fee whatsoever. 
b. The SEC Approach 

The SEC s analysis of the problem of institutional membership 
proceedsfrom premises quite different from those advanced by Martin 
i lie SfcC asserts that the problems created bv the combination of 
money management and brokerage arc: (1) the recapture of commis¬ 
sions which is made possible by the combination of money management 
an brokerage and (-) the possibility of the use of exchange membership 
lor private purposes. 1 

,i I, liv. S !' l,e, ". en f °, n t,,e Fu, " re Structure of the Securities Markets 
the Sh( desc ribed these two problems in the following terms: 

Certain regulatory problems arise out of the relationships 
created by institutional membership. The first stems from 
the existence of u structure of fixed minimum commissions 
550 long ns such a structure exists, large investors should 
not, by virtue of (heir economic power and size, be entitled 
to obtain rebates of commissions not available to other 
investors. While fixed minimum commissions exist, thev 
should apply to all investors, and an exception should not 
be given to u particular person. Institutional membership, 
however, provides a vehicle for obtaining rebates, either 
directly or indirectly. 

Second, institutions membership may result, to a greater 
__orjosser degree depending on the circumstances, in the use 

** Marlin K-pon at it. 
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of exchange membership for private purposes rather than 
for the purpose of serving the public in an agency capacity 
or otherwise performing a useful market function. In part, 
this problem is similar to that discussed in the preceding 
paragraph: the problem of using exchange membership ns a 
means of obtaining a reduced commission rate. But the 

E roblem of using exchange facilities for private purposes is 
roader in scope than the rate question. For we believe that 
membership in the market system should be confined to 
firms whose primary purpose is to serve the public os brokers 
or market makers” Stock exchanges arc affected with an 
overriding national interest which demands that they act 
to maintain nml improve the public’s confidence that the 
exchange markets are operated tairly and openly. The public 
should have the assurance that a member of an exchange is 
dedicated to serving the public, and membership by institu¬ 
tions not predominantly serving non-affiliated customers 
should not be permitted to cloud this objective.” 

The premise which appears to underlie the SEC’s first point is that 
the combination of money management and brokerage is permissible 
unless it results in benefits for the managed account, in tne form of 
reduced commission expense, in which case it must be prohibited. 

The SEC found that there was no basis frr denying exchange 
membership to a brokerage firm solely because it is <t subsidiary or 
affiliate of a money manager, but that the relationship between the 
money manager and the broker should be limited to eliminate the 
practices it found undesirable. To do this the SEC proposed a 
“predominant purpose” test.*' This test would allow money managers 
to join exchanges and do the brokerage for institutional accounts which 
they manage only if a predominant portion of their brokerage business 
were done with uuaflili.ited customers. 

While the Market Structure Statement did not contain a state¬ 
ment of what constituted a “predominant” portion, the SEC soon 
thereafter indicated that it thought 80% was appropriate.” 

In its Market Structure Report the SEC defined non-affiliated 
accounts as including: 

individual discretionary and noil-discretionary accounts and 
the accounts of non-affiliated institutions, but do not include 
institutional parents or investment companies or other in¬ 
stitutional funds which arc menaced under contracts or 
arrangements which give the brokerage firm investment 
discretion.” 

This definition included pension funds in the class of affiliated ac¬ 
counts because they are customarily managed under arrangements 
which give the brokerage firm investment discretion.” 

The SEC first sought to implement its proposal through the vol¬ 
untary cooperation of the securities exchanges. On February 15, 1972, 


"SEC Statement on tht Futura Structure of the SerurUlea M.-.rkeu 51 (1972) (hereinafter rltrd aa “Market 
Statement ’). 

» M. at a 

» Letter from the SEC to all regirtered national areurltlrs exchangee. Feb. IS, 1972. 

• Market Statement at 51. 

• Latter front Donaldson, Lufkin * Jenrette, Inc. to SEC, Oct. 2,1072. 
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i°, r rt lh ,“ inherent in 

and resolved through evidentinrv ftro <Jovelo|jed 

afforded tlic righttifcres^xaminarinn^^ll^po^ "l**""*®* Parties 
» rulemaking procedure. On August 3 1972 w^ b0U l’l t 10 ,l< ,' 1 t ' irou R l ‘ 
' R«lo 19b~2 which would in eEt reo^L 2 * 1 , *> *Wt *» new 

rt.ng, to mfc, taplcracHaW 

Attlfctf '!?..’! 1 ?* *« SEC in using to attempt 
statutory authority to deal with n.« nt ° 9. ues tiun, M has the SEC’s 
In the fall of 1972 the SEC held 1?“ of membcrshi P at nil.'* 

Rule 19b-2.*“ At thesi hearing d inf'irlL < ;i!i earmgs upon iU P ro P°^d 
comment on the rule DronosnT’hnt 16 rested persons were invited to 

examine projK .entoof fe Kle or of th'"® n ° fc P erm A ttcd to cr <*«- 
1973 the' S&j promulKaU^RuTe^“[‘he^ewpomt On January 16, 
proposed in Au?u7ex?m that a substa, {. t,al| y m the form 
allowed for firm^vhfdrwere eichnn- J®^ pW, T n P eriod w “ 
Rule 19b-2 reouires nil members on January 16. ,#i 

March 15, 1973 rules following .P at,on& * exchanges to adopt, by 
19b-2. ’ ‘ following the exact language of SEC Aule 

»( *»*». ?moug other*, 
with the promulgation of Rule l&ffi? ?. f , hea j' m g held j n connection 
quirements of section19f hi„#t, p L d,d n °‘ sat,sf 7 the hearing re¬ 
live Procedure Act. 107 While the SEC^mn Act ° F ° j *? e Administra- 
rxchanges to adopt rides consistent wkh sUcce< ^ *? forcing the 
exists that its attempt will he riwiai i i *' s P ro Posals, the possibility 
Moreover, even if tT^ ewhan^ a' ^ by on « e «hange or another.'* 
.l«ck thi rull in "“>»>*"' "»7 vet 

may well be subjected to court test RnHn, t proposals and action 
man Casey has estimated w and Protracted litigation.'•» Chair- 

P'«t its rule into effec^slJd^ffa^ir?/ 6 *” f °T the SEC to 

"“faS?. 9 * tHe '"t Can w « th «tand judicKcrutin P y^ re ^ 


V&Wf&FTiJb f ‘h. UnlUd 
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transactions under the fixed commission rat* schedule." 1 The 
^kC r ®c°fJni*es that the question of institutional membership is in¬ 
separable from the question of commissions on institutional transac¬ 
tions and that the pressures for such membership will decline under 
a competitive system." 1 Fixed commissions on institutional-sized 
transactions are now being phased out. ,u Currently, it appears that 
the phase-out will be finished in little more than a year. When it is, 
”J5'rj ! . w, ll 1> C no more excess commission charges to recapture. The 
M ’ thus, devoting enormous amounts of energy to eliminating a 
problem which will shortly be eliminated bv other methods. There¬ 
fore, if Rule 1.9b-2 is designed to shore up the fixed commission 
rate structure, it not only contrudicts the SLC’s own policy in favor 
of price competition on institutional transactions, but also overlooks 
the fact that this aspect of the institutional membership question 
really has relatively little long-term im|>ortance. 

(2) The SEC’s approach does nothing to reduce the conflicts of 
interest which exist liv virtue of the combination of money manage¬ 
ment and brokerage." 4 Indeed, the SECs approach con only exacer¬ 
bate and make more widespread the conflicts which already exist: by 
requiring all money managers who execute transactions for affiliated 
accounts to do business with unaffiliated accounts as well, Rule 19b-2 
makes universal the opportunity for a money manager to favor 
one type of customer over another. Moreover, m order to meet the 
requirement, a broker might well be tempted to chum his 
unaffihated accounts or, conversely, to artificially limit transactions 
by affiliated accounts in order to keep the trading for affiliated 
accounts below 20?jp. 

Rule 19b-2 tails to come to grips with the fundamental un¬ 
fairness in the current situation which permits brokers to combine 
money management with their brokerage business but prohibits 
money managers from combining brokerage with their money man¬ 
agement business. Gustave Levy, a former NYSE Chairman, has 
expressed this unfairness succinctly: 

Our Achilles’ heel has always been that we have been in the 
money managing business and the money managers could 
not get into ours. IM 

Under the SEC’s proposal, a firm which does mostly money manage¬ 
ment will be barred from doing brokerage for managed accounts, but 
a firm which does mostly brokerage can also do brokerage for man¬ 
aged accounts. There is no justification for this anti-competitive 
discrimination. 

(4) The predominant purpose test, the percentage formula and 
the definition of affiliation proposed by the SEC will cause firms to 
structure their relationships with their managed accounts artificially 


"J r T!7’ U 5 un r , °f*i rw< l * 1 y T » Uon '*>» portttoo Uk« br I'M SEC In vmil mart i 
. t. 0 * n ' ulu ' 1 ,un ' 1 to m«kr or ol mrmhmhlp to rodoc* com minion i 



m Tntlmonv of William Caory. I Study Hr irlnp ol KT.i. rli tlrmon i un ot .tni th.t th» nurdlon ol 
nimt eommi^inni ond iiutltutionol momhmhip w,-r* '-eompMcIt'. but not utterly" ento lived 
H*« ChoMrr I.B.. topra. 

“.* .’****? pooiUon thot conflict* or* InrrlUl.tc In Uic combination cl money manaprmmi 

•ja Without OMolytlilfl the affect III own t«op<M.ib. will hi»a <x, llw-w .Nmllclv Ih^EI litr- 
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HO as to make such accounts appear to be unaffiliated. In dealing with 
sophisticated investors, the industry displayed great ingenuity in 
avoiding the fixed commission rate structure."* There is little basis 
to expect that the "mazes of blatant gimmickry" which have been 

{ irevalent in recent years can be avoidod in the future. Robert W. 
'iacher, Chief Executive Officer of a regional securities firm, has 
described this process: 

It seems we are wrapping ourselves up like an octopus, try¬ 
ing to save a piece of the business so that we can construct 
some definition for it that may escape under the rug some¬ 
where when we try to get the pension fund in there."* 

(5) While it may well be appropriate to seek to assure that brokers 
serve public rather than private purposes, Rule 19b-2 does not 
seem particularly well suited to accomplish this objective. The 
Antitrust Division aptly described the deficiencies in the SEC's 
method for determining whether business is “public" or "private”: 

The Commission’s proposed Rule 10b-2 makes the quest- 
tion of “public” versus “private" business turn on whether 
the broker is dealing with an “affiliated” person. The defini¬ 
tion of "affiliated” |>erson in Rule 19b-2 ignores most of the 
traditional affiliations of man (e.g., blood and marriage) and 
ignores some of the traditional affiliations of the securities 
world (e.g., pension fund management). On the other hand, 
it emphasizes to the exclusion of others two particular affilia¬ 
tions as being “private”: first, th? investment advisor mutual 
fund affiliation; and, secondly, the right to participate in the 
earnings of a broker to the extent of more than 25%. 

This definition produces some anomalous results: a 
broker who represents nobody but four members of his 
wealthy family is doing a “public” business, and a broker 
who does nothing but represent a mutual fund with 100,000 
shareholders is doing a “private” business."* 

In short, while the SEC’s concern for assuring that the securities 
markets serve public purposes may be appropriate, the means it has 
chosen to deal with the question of the combination of money manage¬ 
ment and brokerage anil the use of exchanges for private purposes 
appear inappropriate to the task. 


4. THE SUBCOMMITTEE’S APPROACH—PROHIBITING 
SELF-DEALING 


a. Eliminating the Combination of the Brokerage and Money Manage¬ 
ment Functiont 


After extensive consideration of the matter, the Subcommittee is of 
the view that the question of the combination of money Management 
and brokerage should be resolved by prohibiting stork exchange 
members ami their affiliates from effecting any transactions on national 
securities exchanges fur institutional accounts which they manuge. 


•" 8tt Cluipi r MU. 

um&Ft X; hZVXS.T c,Bb - N,w YorV NoT »• *■""* * t* 

1,1 • IIou««- 11 e.uinc< rat 4173. 

^J^Comnic.iU uf (tie United States Dnurtmnn o< Justice In Response to SEC Rdrass No. 071® (Oct. 3, 
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‘'Institutional account*” would include the accounts of hanks, insur- 

JhSnc 0 TZm;n! nV ? tment co . ,n n«|Hcs, separate a, counts, ’ V rZ- 
inring n lirement plans, pension benefit plans, foundations and 
educational,endowment fun,Is. The test „f “.nm.iiRement ” for p!!?.^ 

dliv-to^av ’inve t WO '". f ° (,,, *.’ 1 P° ,1 1 fhc dr.facto authority to make the 
lilr tl i T" dw ™°™ for the fund without reference 

institution’s i n e, W res P or ? ! ' ,, > il, ‘>* V '°* f V r investment of the 
£'° f ttsse \™' 9 practical test should reduce the danger of 

1 be subcommittee s proposal would deal effectively with most of 
the previously discussed problems which result from the combination 
of money management and brokerage functions. 

**?£, Animating self-dealing with respect to the brokerage on 
managed institutional accounts, the conflicts of interest created by 
that combination, such us churning, choice of market, Appropriate 
CO I> nn m^ ,0n u e V e ^*’ and du mpmg, will be eliminated. P 

_ Tu h ‘" a r b n' Ute ft f nd uniform prohibition on self-dealing will climi- 
° f mfirket distortion which arises from the different 
relationships between money nianagement and brokerage allowed by 

marlrM n »hf 1 he lncentlve to tuke transactions to the 

^mn?i«r h k afTords -n e opportunity to earn or recapture the most 
commission income will be removed. In this way the artificially 

be eliminated 61 fragmentatIon res ultmg from the existing pattern can 

3^ The Subcommittee’s proposal applies cven-handedly to all money 
™m£f* e iV nd ’ th * refore ’ Prozac a fair basis upon which all caJ 
compete for money management business. The unjustifiable discrim¬ 
ination suffered by non-broker money managers under the existing 
arrangements will be eliminated. ° 

4. The Subcommittee’s proposal will eliminate the artificial induce¬ 
ment to money managers to get into the brokerage business. The 

ib n ° f ^ lnd , ucement wU1 P er 'uit more flexible movement 
toward the creation of a new central market system without being 
frozen into current patterns. K 

This legislation will not provide the perfect solution for each of the 
tha? r tm,fi r ° b Cm ? , p r cv, ?. us l v described, but any suggested remedy 
of ,h7mhl^° rnP bi e , im,nft i 6 one . problem would exacerbate one 
woillf;» ?’ ° r . wouId be 90 draconian that its burdens would out- 

of H the ge h- l° T . example ’ th “ Proposal anil not eliminate 

ffrinlr f ^ Wluch anse whcn , ft broIccr hftS customers with dif- 

fenng interests. A money manager/broker may still be tempted to 

n J if- Cn y P!i 0f T.T Dt ov » r 1 . anotl,er in Providing reseorch or may 
L T lP ° f th ® f ,ortfoll ° transactions of a managed account 

to enable its other customers to trade against the managed account. 

, Wfty r to el,minat * almost of the conflicts would be to pro- 

y flfr V’ ° r grOUp of ttffiliated fi rms, from engaging in both 
b okerage and money management. However, the case has not been 
made for so drastic and disruptive a step. As noted above, there docs 
not appear to be any evidence of widespread abuse. 1 * Such a com- 

mjnw«n.n,. N. re.p^dcnU d*d in, o, XiTl 
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VI,. scpnrat ion would also deprive the industry of the relatively 
., , M |y income available from money management to offset the cych- 
,| nature of the commission business, and would eliminate financial 
-litutions as a source of much needed capital for the brokerage in- 
,.irv. It would deprive pooled accounts of the money management 
\i»crtiso of the securities industry. 

The Subcommittee’s proposal, of course, will do nothing to alleviate 
u hat ever problems muy exist in connection with the managed or 
i-rretionary accounts of Individuals. The Subcommittee lias not con- 
.nlered this question in depth in the course of this study. However, 
it appears that there are iu.portunt distinctions between institutional 
,i„l individual accounts. Because individuals receive detailed current 
“■formation about their accounts, unlike the beneficiaries of pooled ac- 
.mints who receive at best only the most summary reports of their 
portfolio transactions, individuals are in a better position to protect 
dieir interests than the beneficiaries of pooled accounts. Congress has 
previously recognized this distinction, and voiced its concern for the 
iicneficiaries of pooled accounts, in the Investment Company Act of 
l‘J40 and the recent amendments strengthening that Act. 

'/. Implementation 

The legislation proposed above is designed to deni with the prob¬ 
lems which the money management/brokerngc combination poses for 
the competitive market of the future. So long as commissions continue _ 

... be fixed on institutional-sized tran'-gciions. it do es not ~<-*-Ht Ti p-> 
propriatw.ta-eliminitt»r^QriTnt '^Ort-rby. ' . lfh iu uvi airihstutitiqns m re- \ 
-npture excessive commission costs" exacted from ihcir.bcnigflaarlca, 1 
Because of this,"the prohibition on the combination of brokerage, and I 
money management should become effective only after fixed com mis-. 1 
•ions on uny portion of a transaction over $100,000 have been cinq- v 
iimtcd. However, the prohibition should apply immediately with 
TTtpm, to any new affiliations between broker; and managed institu¬ 
tional accounts. 

In addition to deferring effectiveness of the proposal as to existing 
relationships until the elimination of fixed rates on institutionul-si/.cd 
transactions, the industry may well need u period of adjustment after 
the elimination of fixed rates. Many present exchange members now 
rely upon the combined sources of income mode available bv doing 
the brokerage on managed accounts. These members should be ullowed 
time to prepare for the separation of functions. While the Subcom¬ 
mittee will seek additional testimony on this question, it appears that 
;i two-year graduated phase-in would be appropriate. 
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.For RELEASE: 2 PM. ES t T UESDAY. JANUARY 16. 1 079 

SECURITIES AND EXCHANGE COMMISSION 
Washington, D. C. 20549 

The Securities and Exchange Commission announced today 
adoption of Rule 19b-2 under the Securities Exchsnge Act of 
1934, a rule governing use of membership on a national securities 
exchange for other thw public purposes, i*. emission’, 
rule directs the nation's registered securities exchanges to 
take action by March 1 5 , 1973, to implement the provisions of 

the rule within the framework of their own rules and regula¬ 
tions. 


In brief, the new rule: 

1 - Requires that each member have as its principal 
purpose the conduct of a public securities business. A 
■ember is deemed to have such a public puroose if at least 
8<* of the value of its transactions meet the standards of 
the Rule defining public purpose. Transactions with 
affiliated entities, as defined, or for the member itself, 
are not treated as public business. 

2 - Define, affiliated interests generally in terns of 
a control relationship between an exchange member and another 
entity, -me Rule also specifically treats as affiliated 
business that of an investment emspany-when an exchange 






3 0 .?a 


- 2 - 

member manages the investment company or when a parent or 
subsidiary of the member manages the investment company. 

Also treated as affiliated business are transactions of 
principal officers, and certain stockholders or partners of an 
exchange-member firm. 

3 - Provides for a three-year phase-in period for existing 
exchange members not presently conducting a predominantly 
public business. However, the rule requires these members to 
file with the exchange within 30 days of implementation of the 
exchange rule a statement of intent to comply with the rule and 
a detailed plan for compliance. The rule a-lso requires progress 
reports and revised plans after each of the first two years of 
the phase-in period. 

In a statement,. Chairman William J. Casey said: 

"The action of the Commission in adopting Rule 19b-2 
on the obligations and purposes of exchange membership is a 
crucial first step in the restructuring of the securities 
markets. It is the belief of the Commission, expressed in 
its policy statement on the future structure of the securities 
markets. Issued almost a year ago, that the emerging central 
market system should have at its heart, a corps of professional 
brokers and market-makers serving investors. This means that 
membership on the national exchanges and in the central 
siarket system should be open uniformly to any entity meeting 
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f inanelal and competence standards and whose main purpose 
Is the handling of public orders or otherwise making specific 
contributions to the market. The many advantages of exchange 
membership make this requirement essential If the public 
character of the securities markets Is to be preserved. 

"While the Rule requires that exchange membership be 
limited to firms doing a predominantly public business, It 
also opens membership to any organization which can meet that 
test, whether or not the primary business of its parent organiza¬ 
tion is that of securities brokerage. The Cosssisslon views this 
as an opportunity for institutions to diversify by entering 
the public brokerage business, bringing much needed new capital 
into that sector and increasing the quality and scope of 
competition in investor service. Competition will be the 
essence of the central market system in terms of price, execu¬ 
tion and service to public investors. That Is why membership 
should be based on a desire to compete for public orders. 

"The Commission's approach In drafting the rule has been 
one of flexibility. This Is a first step, and is not Intended 
to be a final resolution to the problems facing the industry 
In this area. Our view is that an 80 per cent public business 
standard,rather than 100 per cent, allows room for change 
In an industry that is in a period of transition and adjust¬ 
ment. As long as trading by a member for its own account. 
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or an account In which It has an interest. Is merely Incidental 
to the public service perforated, the Commission believes the 
public purpose of Rule 19b-2 will be served. A flexible, 
administrative approach to the Implementation of a public 
business test Is a responsible course which will bring 
progressive and desirable change and minimize the risk of 
disruption of the market mechanism. 

"As a first step In the Implementation of the central 
market system, we believe tnls will be followed by other 
Important developments In the coming months as the pieces 
of the picture fall into place. These elements will Include 
the Implementation of a composite transaction reporting system 
to show and identify trades in listed securities from all 
markets, followed by a system to display quotations In these 
securities so orders will flow to the best markets, wherever 
they are being made within the system. The Commission now 
has In preparation a White Paper which will detail our present 
thinking on the elements of the central market system and the 
work of our industry advisory groups and present a blueprint 
for implementation.” 

In finalizing the Rule, the Commission has prepared an 
extensive release detailing, among other things, the background 
of its development and its underlying legal basis. This 





3c^a 


iZ'tZl “ “ ° f the advant ^* — obligations of 
exchange .embership and a discussion of the < - 

* Opting th. Securities Kxcha^e get of 193 Vt 

ZTZ ;T““ r of tB * —•1 

the exchan* ' '' ^ *”*** th * e * tenBlve background of 
-Mm Mbar.hlp brouett out 

-rrrr^r™-—— 

iTai:— : 

' *" ’° U '* •*■*—. MM for creation of . 

C S‘ - —M M« for mottle* 

-M-MMm. lncreaaed 0-p.t.tlcn In wllty 

1 “ InV "'"- «* cllalnatlcn of th. oa. or .. 

M non-publlc purpo... “T' 

IZ'^. '“"" T POU °' *“ rejected any 

^r:;rcr ~r -~ 

b.r.hlo r„. *ffillet.., f. y „ r ,d 

1 ' ,10 '“" la "«t the unlvereal teat of 
conducting a pr.d-ln.nti, public bueln..., 

.h. C—nlaalon flr.t leeu.d . p „ 

•ccl-n,. n.nberehlpe u.t X * . ' ° r 

Publl.hed for public c—„t n *“* 3 ' *'‘ U *»-» - 

Ue coucent. On October 5 . th. c«.,..io„ 


f 







3073 


- 6 - 

requested supplemental written comments, mainly to permit 
Interested parties to analyse and comment on the initial 
responses. In November, the Commission held a week of oral 
presentations to secure additional comment on the Rule from 
exchanges, institutions, investor groups and other Interested 
parties. The Commission's final release Includes an analysis 
of the Commission's four years of extensive hearings as well as 
cements received and relates them to the Rule. 

In defining public business as transactions for people 
other than the exchange member Itself and those affiliated 
with the member. Rule lQb-2 cited certain other additional 
transactions which would fall in the category of public 
business, including: 

. specialist and odd-lot dealer transactions in 
securities in which they are registered. 

. block positioner transactions, unless an affiliated 
person or organization is a party to the transaction. 

. stabilizing transactions in securities distributions. 

. bonaflde and risk arbitrage transactions. 

. transactions arising under exchange plans, which have 
been declared effective by the SEC, to regulate floor trading. 

In describing affiliated Interests In terms of controllin 
relationships between exchange members and other entitles. 
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VII. Utilization of Exchange Membership , 

A. General 

A* the preceding sections attest, the issue of 
"institutional membership" on stock exchanges has 
been discussed at length by government agencies, stock 
exchanges, securities industry participants and public 
representatives. There is no real consistency, however, 
in the usage of that term. On the New York and American 
Stock Exchanges, generally thought of as prohibiting 
institutional membership, many members engage in an 
investment advisory business and also execute 
transactions for institutional accounts.277/ On the 
regional exchanges many subsidiaries of investment managers 
and insurance companies have purchased seats to trade for the 
the account of the affiliated "parent" or to be used for 
"recapture" of commission dollars for that parent.278/ Other 
institutions have affiliated with bona fide broker/dealer 
exchange members but execute no transactions through the 
y!°A* I " de,1 .* r *ember. All of these arrangements, while 
different in many respects,279/ have been referred 
to as forms of "institutional-membership" and fall 
within the scope of the inquiry upon which Rule 19b-2 is 
based. 

Issues relating to the eligibility of corporate entities 

best be ui2* nC J , V?‘ ti £ Uti0n *’ for exch * n *« membership can 
best be understood in the context of exchange rules which 

bear on that eligibility. Prior to 1970, membership on some 

not h ne5«?t WaS wJ- reCtly re,trict * *Y rules which did 
not permit public or corporate ownership of a member. 

For example, the New Yorx Stock Exchange Constitution 


277/ 


278 / 


279/ 


See, Commission File No. S7-4S2, supra n. 16 
Vork Stock Exchange, Exhibit IT* 11 ’ 

In i 970 . , 1 ther * were at least SS "institutional 

T*7 2 *thL , i P T<’..° n t 5' e . re * ion * 1 exchanges. By the end of 
19/2 that figure had grown to nearly 80. For a 

rjP 1 *-® 11 the manner in which a pure "recapture" 
vehicle might operate, see Senate Hearings on 

ffiuU- iw?* 1 M * Hbershi ~ 8g °~ra n.llU n? T at 


See, gene rally. Institutional Investor Studv 
n. 4 . pt. 4 ', afpp. 2296 - 2300 .- L ‘ 
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required that every holder of voting stock of a member 
be an officer or employee of the member and devote 
the major portion of his time to its business. When the 
NYSE adopted rules to permit its member firms to i*su« 
freely transferable securities, the Exchange extended 
its "primary mimosa" test to the "parent" of an exchange 
member.280/ Both the New York and American Stock Exchanges 


280/ The NYSE Rule stated: "The primary purpose of every 
member organization, and any parent of any member 
corporation, shall be the transaction of business as 
a broker or dealer in securities". New York Stock 
Exchange Rule 318. 2 CCK New York Stock Exchange Guide 
Para. 2318 at pp. 307S-7T:rhe business ot oeing a 
broker or dealer was defined further: 


"For the purposes of this Rule, a member 
organization's or its parent’s activities 
shall be considered to be the 'transaction 
of business as a broker or dealer in 
securities when such member organization 
including its approved corporate affiliates 
and subsidiaries, or its parents, as the 
case may be, acts as a Floor trader, 
specialist, so-called 'two dollar' broker, 
odd-lot broker, arbitrageur, or holds itself 
out to, and transacts business generally with, 
the public as a broker or dealer in 
securities. . . if its gross income (including, 
in the case of a member organization, the 
gross income of its corporate affiliates and 
subsidiaries controlled by the member 
organization) from activities of the type 
described in the preceding sentence and from 
interest charges imposed with respect to 
debit balances in customers' accounts is at 
least SOI of its total gross income 
(including, in the case of a member 
organization, the gross income of its corporate 
affiliates and subsidiaries controlled by the 
member organization.) 


New York Stock Exchange Rule 318.12, 2 CCH, New York 
Stock Exchan ge Guide Para. 2318 at p. 3075. The 
Commission did not object in principle to the primary 
purpose requirement", although the Commission gave 
notice that it intended to review both the 
appropriateness of the requirement and the suggested 
standards for its determination. Securities Exchange 
Act Release No. 8849 (Mar. 26, 1970). 


I 

I 

I 

I 

i 


! 
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h«v« contended the so-called "parent” test was necessary 
to perait adequate self-regulatory control.281 / 

Most regional exchanges have generally permitted some fora 
of institutional membership.282/ The PBW Stock Exchange 
requires only that a member Itself be engaged in the transaction 
of business as a broker or dealer in securities.283/ Since 
the PBW Stock Exchange does not reauire that a meiFer be 
engaged in a public securities business, entities desiring 
to trade solely tor tneir own account or the account of an 
affiliate are eligible. 


The Pacific Coast Stock Exchange has required that all voting 
stockholders be active in the business of the member 
organization.284/ If a voting stockholder is a corporation, 
the rule "shall not be deemed to be met ...» unless the 
principal business of th»t corporation and of its parents 
and subsidiaries and affiliated organizations r taken on a 


281/ For example, the President of the New York Stock Exchange 
stated: "With public ownership, the possibility will 
exist that persons or parties who are outside the 
control of the Exchange may own voting securities of a 
member corporation and, as a group or individually may 
control and dominate the affairs of the member 
corporation. From a self-regulatory standpoint, this 
situation cannot be solved by requiring the member 
organization to disclose the existence of the parent.” 
Letter, dated October 31, 1969, from Robert W. Haack 
President, New York Stock Exchange, to Irving M. 

Pollack, Director, Division of Trading and Markets, 
Securities and Exchange Commission. See also. Commission 
File No. 4-147, supra n. 84, Transcript at pp. 463-464, 


2S2/ For a discussion of the growth of institutional 
membership from 196S to 1970, see. Institutional 
Investor Study , supra n. 4 , pT7~4,~'i't 2296-231(1. 

283/ PBW Stock Exchange Const., Art. XIV, Section 2, CCH, 
p g* 5? ock F xc ?** n8e Guide Para. 1327, at p. 1093. The 
pan stock Exchange does, however, expressly prohibit 
membership for banks, their subsidiaries and investment 
PBW Stock Exchange Const., Art. XIV, Section 3, 
CCH, PBW Stock Exchange Guide Para. 1328, at p. 1093. 

But see Institutional investor Study , supra n. 4, pt. 4, 
at p723o» n. izj. 

21 4/ Pteific Coast Stock Exchange Const., Rule IX, Section S 

(»)(6), CCH. Pacific Coast Stock Exchange Guide Para. 47S0 
at pp. 3111-3112. Developments and changes in the PCSE 
rules since 196S are discussed in the Institutional 
I nvestor Study , supra n. 4, pt. 4, atpp. 2508-2310. 


V 
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consolidated basis, shall be that of a broker-dealer in 
securities." 285 / The Board of Governors has discretion 
to waive this requirement, however.286/ 


Although the Boston Stock Exchange rules require that 80 
percent of the outstanding voting stock of the member 
corporation be owned, and 60 percent of the total capital 
be contributed, by officers and directors of the corporation, 
the rules also provide that these requirements may be waived 
in appropriate instances.287/ The Boston Stock Exchange 
has terminated its policy of denying membership to 
affiliates of institutions generally, intending instead to 
consider such applications as they occur.288/ 


Tho Midwest Stock Exchange requires that a member corporation 
be primarily engaged in a general . public securities business. 
Th« 'general" requirement is satisfied if (a) a "substantial 
po?tion" of the member's business is as a broker in exchange 
securities and if the balance is in other activities 
•traditionally associated" with the investment banking or 
broker-dealer business and is consistent with maintaining a flow 
of orders to the exchange ( e.g. , underwriting, retailing, 
investment advisory activities; OTC market-making), or (b) 
if the member s principal business is the performance of an 
approved floor function ( e.g. . as specialist, as floor 
broker or as registered floor trader). The "public" 
requirement is satisfied if at least 50 percent of all brokerage 
commissions, and SO percent of gross income from the securities 
uusiness, is derived from transactions for customers other than 
affiliates.289/ 


285/ 


288 / 


289 / 


e? C wlf £22 St „ St ?^ Exchan « e Const., Rule IX, Section 
5(a)(6). CCH, Pacific Coast Stock Exchange Guide Para. 
47S0 at pp. 3111-3112. -“- 


286 / Ibid. 


287/ Boston Stock Exchange Rules, Ch. XXV, Section 1(a) CCH 
Boston S tock Exchange Guide Para. 2225, at p. 2231. ’ 


ated January 7, 1971, from James Dowd, President, 
ExC , h r 8 !' l ° Kenneth Rosenblum, Branch 
T-.af’ ° ff i C . e . °, f Exchan 8e Regulation, Division of 
Trading and Markets, Securities and Exchange Commission. 

Midwest Stock Exchange Const. Art. I Rule 1 frl rru 
Midwest Stock Ex change Guide Para. 2321, at pp.’2021-2022. 
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On the other hand, for reasons which are discussed in 
detail in the remainder of this section, the Commission does not 
believe that any entity should be permitted to join an exchange 
without accepting obligations and responsibilities to the 
exchange markets as public institutions.293/ Thus, any entity 


293/ See. infra., pp. 105-108, 126-133. Some commentators, 
particularly investment company managers, have asserted 
that the Commission has reversed its direction on 
the issue of membership for "recapture" purposes. See 
e.g. . Commission File No. S7-452, supra n. 16, written 
comment of Keystone Custodian Funds, Inc. (Sept. 28, 1972), 
at pp. 1-4. The Commission has consistently taken the 
position that a mutual fund adviser has no duty to form 
or acquire a broker-dealer affiliate for the purpose of 
becoming a member of a stock exchange to execute the fund's 
portfolio transactions or to serve as vehicle through 
which brokerage commissions generated by the fund's 
portfolio transaction may be recaptured. See , e.g. . 
securities Exchange Act Release No. 8746 TNffv. 10, 1969); 
Memorandum of the Securities and Exchange Commission 
Oblecting to Proposed Settlement in Kurach v. Heissman, 

67 Civ. 9 (S.D.N.Y.. 1969). at p. 13. Cf.. Mdse's v\ 

Burgin , 44S F. 2d 369, 374-375 (C.A. lT7 ~certibrari 

denied sub nom Johnson v. Moses , 404 U.S. 994 (1971). 

frhen an investment manager or tne fund's board of 

directors, however, determines that it is in the best j 

interests of the fund to form such an affiliate, the 

Commission has taken the position that, except where 

the affiliate performs bona fide brokerage functions 

for the fund, any recaptured commissions or reciprocal 

business traceable to the fund's portfolio transactions 

must be used to benefit directly the fund's shareholders. 

See, Providen t Management Corp., Securities Exchange 

Xtr Release No. 511? (Dec. 1, 1970); Memorandum of I 

the Securities and Exchange Commission as Amicus 

Curiae in Opposition to the Proposed Settlement in 

Gross v. Moses, 67 Civ. 4186 (S.D.N.Y., 1971), at p. 13 

(as modified). It is difficult to see any • 

Inconsistency between the above position and Rule 19b-2, 

particularly when it is noted that the above position 

dealt with the conduct of fiduciaries in a given set 

of circumstances, cf. , Securities Exchange Act Release 

No. 8239 (Jan. 26,1769), at p. 1, whereas Rule 19b-2 deals 

with the proper membership structure of an emerging t 

central market system. Nonetheless, even if the 

Commission were to have reversed past policy, it is well 
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In providing, give-ups ranging fro* SOI to 901 of each 
commission dollar charged.^/ Besides the pervasive 
give- up practices, "service competition" among brokers was 
extensive.307/ The general trading practices among institutions 
and their Frokers revealed, in short, that brokers recognired 
the "fat" in the institutional commission dollar and were 
prepared to offer either valuable services in return or to 
write out give-up checks to other broker-dealers as directed 
by the institution. 

In response to the Commission’s letter,308/ the New York 
Stock Exchange proposed, on August 8, 1968, an interim 
commission rate incorporating a volume discount for orders in 
excess of 1,000 shares and a prohibition of customer-directed 
give-ups.309/ In light of the information collected up to 
that poinFTn the hearings, the Commission accepted the NYSE 
revisions, which became effective on December S, 1968.310/ Under 


306 / See , e.g. . id. , Transcript at pp. 167-192, 274, 283-286, 

696 • 

307 / The Commission found that members were offering direct 

wire connections to institutions, id., at pp. 80, 112-113; 
portfolio valuations twice daily, id. at pp. 86-87; special 
services, id. , at pp. 113-114) preparation and distribution 
of advertising literature, id. . at pp. 106-109; compensating 
balances at banks, id. , at pp. 90, 109-110; and purchasing 
insurance products from active insurance company 
customers, id. . at p. 92. It is possible, of course, that 
the service competition produced a distension of product 
parameters offered by the brokerage firms, i,e. services 
which might not have been desirable if institutional 
size orde.'s had been negotiable. See Baxter, NYSE Fixed 
Commission Rates: A Private Cartel Goes Public . 2 1 Stan. 

L. Rev. 67b, 677-78*. 1970 ) . For a general description of 
the business relationships between institutions and 
broker-dealers, see I nstitutional Investor Study , supra 
n.4 , pt. 4, at pp. ZZ63-2265, 2273-2z74, ZZ77-Z286. 

308 / Securities Exchange Act Release No. 8324 (May 28, 1968). 

309 / Securities Exchange Act release No. 8399 (Sept. 4, 1968). 

310/ Ibid. The hearings were to continue, however, focusing, 
in the main on such issues as exchange membership for 
financial institutions, restrictions on access by 
exchange members to the third market and competition 
among exchanges and between exchanges and other markets. 

See Securities Exchange Act Release No. 8432 (Oct. 21, 

1968) and Securities Exchange Act Release No. 8791 
(Dec. 31, 1969). 
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commission charges, figured bv the ,10 0,000 in 
Mount over *100.000 would be ^ou!lbTe*m/ edUle ’ , the 

lnstititionIl h ^ns^rs°i a nt“rt r Jf r#cted give-ups, 
dollars in return for fund sale«° dlstritj *e commission 
** /e orders directly to the bJoker^ 5 *? FCh or other services 

received tC " Thus p brok.jCd.IuS^!! 1 !'^^ ««t.d to 
received give-up checks from JI. , }* had formerly 

■ ?ohX* Ceived ord ers directly from^K* 1 ° r exe cuting brokers 
■ight execute the order itself J he institution and 
correspondent broker for exec* f forward the order to a 
Two regional exchanges snlit tK 1 ?" and cl **rance.3l3/ 

mT“c‘li*r.&s; «»• «.tor«on. .„ d 


311 / 

312/ 




II*/ Ibid. 


Xn»». ; . l on“ ^ n 4 . ^ 4 _ 

an order P for 30otooo h shareJ of*? 1 !.!} Dece * b * r s . 3*68. 

sss:! “si;/- 

b.J.n after ohfbitwhich 

^ 10r s,u ^ ia>a S. p . 
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Yes. 


0 That these brokers got give-ups? 

A Right. ' 

Q Do you still not know it as a fact? 

A Yes. Now that it was in the prospectus. 

Q So you knew before December of 1968 that the 
Fund was directing give-ups to brokers who assisted in the 

i 

sale of fund shares, did you not? 

A Yes• I would say yes. 

i 

i 

Q Didn't you consider this to be an improper 

i 

practice? 

A No. This has been customary, I believe, in 

i 

other transactions, other than our fund. 

! 

Q Because it was customary, sir, you considered 
it to be proper? 

I 

r 

A Yes. 

t 

Q Did you ever consider the possibility that brokers 

I 

who directed give-ups would not give you the best price 

l 

or the best execution? ! 

I 

A Did we ever consider it? 

Q Yes. 

A Well, I'm sure that our adviser did and he 
wouldn't go into it if he wasn't getting the best price. 

j 

He is a pretty, I think a very astute investor. He is not 

COMMERCE REPORTING CO. 

J30 NASSAU STREET. NEW YORK, N Y 10031 • WOrth 4-35*7 
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WYA'XT,District Judge, 


3 2 5a 


'i'him is the decision after trial without a Jury oa 
the issue of liaoility Alone. There will ho Judgment for 
defendants on this issue. 

Plaintiffs are and have buon since January 11, 19uJ 
holders of record of shares of capital stock of African 
luvoa tera Fund, Ino. (Fund), a uo w York corporation. Fund is 
a diversified open-and .naimgesont in vsa train t company regietorod 
as such undsr tne Invostnent Ccwspany Act of 1940 (15 u.d.C. 

$ 83a 1 and following (‘thu 1940 Act’*); boo S5 00s-3, B3a-4, 

80a-*5, 80a -8). Fund is one of tho ir.any companies usually 
callod a mutual fund”. Fund does not charge a “soles load 1- 
(oocoiasion) on its snares sold (15 U.3.C. 5S 83a-2(15), 

S0a-10(d)). 

Fund was organised in 1957 and had for soa* tir-^ as 
its investment advisor, American Investors Corporation, nincu 
July 19, 1386, the Investment adviser of Fund naa been Cheetnutt 
Corporation (Adviser), a Connecticut corporation which acquired 
all the assets of Airorican Investors Corporation. For simplicity, 
tho terra Advisor will usually he meant to includa American 
Investors Corporation. Tho Advisor nonages Fund and act# under 
an investment advisory contract oetvoen it and Fund. 

door<je A. Cheatnutt, Jr. (Coorge), for whoii tno 
Adviser ie ivamod, is president and principal stockholder (4 7o) 
of tao Advisor and pr«*lweat and a director of Fund, i.u naa 
boen tiie cnlcf figure in Fund and lit tho Advisor. 
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T/m Motion was commenced on JuXy 11, 196 8, and is a 
derivative ono on behalf of . Fund (a noainal defendant). t;,o 
action is also said to bo brought “representatively- for all 
ot:iar ‘shareholder! of the r larly aituatocT* what this 

aorna is not dear. 

Tna nar*d defendants are tho Advisor, its predecessor 
(American Invostors Corporation) and the seven directors of 
runa wnan too action was coavoncod. Four of those individual 
dofendants warn oorved and defended; George, Currier. Groono, 
and Sobol. Currier is a director of Pund and owns voting cordon 
atoox (2b) of the Advisor; he is a corporate executive in the 
voiMtn's wear field. Creene is vice president and a director 
of Fund and vice president and a swell stockholder (0.4%) of 
tno Adviser. Sanel is a lawyer and a director of Fund; before 
hia retirement in 1971, Saoel was senior vico president and 
secretary of Fund and was alao vice president, secretary, 
director, and substantial stockholder (16*) of the Adviser 
(no aay atill o<j a substantial stockholder of the advisor). 

Tho complaint named three other directors of Fund 
wno were not served and did not appear■ Fowler, .tadcliffe, 
and Voeder. 

Jury trial was demand cm by plaintiff*. 

The complaint in or.a cou.it avers * clairt that cn« 
Adviser and tno individual defendants enriched themselves at 
the expense of Fund by tho use of reciprocal brokerage* an., 

"give upa . Specifically, the charge la that defendants 

• » 
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violated the 1940 Act "by failing to recapture brokerage 
o omissions for the Fund' (Post-Trial no»o for plaintiffs, p.2). 

Ths complaint avers that this Court has jurisdiction 
utidar tha 1940 Act and also undar tn« Investnent .Advisors 
Act of 1940 (10 U.5.C. £ 6Qb-l and following) and the 
iocuritiaa Cxchango Act of 1914 (15 U.s.c. 5 ?8a amd following) 
’the 1934 Act"). Plaintiffs appear to roly solely on the 
1940 Act. 

by order filed Juno 19, 1973, it was directed that 
'the issue of liability will be tried separator/ and before 
the issue of damages". The Court was advioed at that tirr.e 
that the action would be tried without a Jury. 

A pretrial order oignud G«ptenner 4, 1773 (but for 
•one reason not fiiod until October 4, 1973), noted that the 
right to a jury trial had been waived by "both parties' 1 . 

without opposition by defondants, the plaintiffs 
wore permittod to serve and file a supplemental complaint, 
tno principal (if not only) function of which was to orin : ; tna 
complaint down to cate. Tha supplemental complaint was filed on 
August 24, 1973 (a copy with verification added was filed on 
August 30, 1973). ho order was trade that defondants plead to 
tho supplemental complaint (Fed. A. Civ. P. I5(d))j note was 
taken of this situation st trial and new paragraphs of the 
supplemental ccnplaint wore "deeded denied’ (fib. t,, sh references 
aro to pages of the stenographic olnutos). 

It is difficult to toll the time period for wnich 
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t*»l« action la brought. Ha sac on tno averiasnts in parser A} >:ts 
21(a) and 23(a) of the supplemental complaint. It would appear 
to be frow January 1, 1965 (town to data, ror reasons which will 
appear, howovur, tha claln as to givo-upu nust end on becemuer 5 
L')bt. and the clai?. aa to reciprocal nrohorago r.u*t and on 
July 15, 1373. Counsel for plaintiffs insist (&’l 65) that 
tnottborehip on two regional exchanges would have yielded 
preference* thereafter, but, as will appear, SIX 2ula 19b-2 
prohibited this, off active liarcli 15, 1973. 

1 . 

. Since 19G4, Fund lia* had either eight or seven 
directors. 

With respect to directors, the parties have used 
the tcraa affiliated' and "unaffiliated* but have not defined 
tness torun. The Liio Act usus the expression ’interested 
r«raon« J in referring to directors (15 U.5.C. 5 siQa-lO(a)) 
which ia wisowners defined to include an affiliated person- 
(15 U.3.C. £ 30a-2 (a) (19) (\) (i)) wiiicn latter turn ia slsewnore 
defined .(15 U«S».C. 5 in.v-2(a) (3)). For purposes of this 
action, an affiliated director may t>e considered as ono 
connoctod wltn or having an interest in Adviser, aa opposed to 
an independent director, having no connection with or interest 
in Advisor. 

Since 1964. Fund has had either three independent 
directors out of sovon cr four independent directors out of 
eight. Fund has bad four affiliated directors. Currier in 
counted aa an affiliated director because, while not employed 
by Adviser, he nas owned 2% of the voting co:rson utocX of 
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Advisor. 

Tuxid And Advisor had tho aarae counsel. sabel and 
;.is flrn wero counsol to both until 10 71 or 1972. Clan Jon a. 

uuose wif# has boon for a lon<f tico tho ovnor of a a ..--a 11 
araciunt (11)of tna voting co :rvjon stock of Advisor, bocano 
■pedal counsol to Fund in 1365 and his lav firw has aotod 
as oounaol to Fund sines at lsaot April 28, ly“2. 

bndar tho investnont advisory contract. Advisor 
r.Attag«a and advised ?und, furniahoa sll offices to *und, 

pays all officers and enployr *» of Fund, and in short does 
ovary tiling for Fund. 

Fund payo nothing for expanses except feus to 

directors. 

Under thu investr.ant advisory contract, Fund pays 
tno Advioer for lta services on an annual rate of a percentage 
of tho net ascot Value of Fund. These payment** have been 

substantial, ranging froc 5137,003 in 1364 to *1,557,093 in 
19S9. 

2 . 

The cnarga* in tnis action had their origin in tha 
slso of tho transactions csnJe on ctoci: exchan^on by actual 
funds and otr.or institutions. ,\a tnaso transactions developed, 
they involved buying and sailing largo blocks of anaras and at 
tho rates fixed by the exchanges (no quantity discounts) the 
brokerage ccw-iission*. bucaiae so great that asters of tho 
exenanguv could execute fund transactions at a cost of only a 

“6 • 
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•ruill part of tho oomalcsious which had to bo charged. 
..sturdily, exchange mm. Leri vara eager for scutuol fund 
business and would have boon willing to robot* part of their 
coui-oluaiona to tho customer mutual fund* but wort provontod uy 
«>cchoogo rules froa doing so. 

Zb t:iia ©linato, orokota had a strong rotivo to 
givo help to Managers of actual fund, by (a) .oiling .hare, of 
tho fund or (b) supplying tho nanagor with invoot*ont research 
and advice, cr (c) doing voth. 1'ho nanagor of tho mutual 
fund would than allocate part of it. orokerago business to such 
helpful brokera, and could see that tho commission. earned by 
sucJi helpful brokers boro a roiaticn to tho value of the .ales 

effort, and of the research and advice. Those allocated order, 
were known aa "reciprocal.*. 

i’or sooe funds, especially big funds, it becano 
undesirable to allocate oroksrago ordurs on the basis of the 
value of non*brokerago cervices rendered. This was principally 
becauso aalua of the rautuel fund shares wore raade by cany 
independent broxera or dealers? to send brokerage transactions 
through so «any broker, would not La pruccnt fro* a management 
standpoint, this for nany good reasons. 

Jo r-nact this situation, the brokers ana mutual fund 
aanagars worked out the teclmlguo of the ^givo-up'. 

The ‘give-up - technique wai. that the broker wno 
executed the fund transaction surrendered a pert of his con¬ 
clusion to other brokers designated by the customer fund, 
acting of necessity through the fund uanager. In this way. 
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U»« fund manager could spread tao ccumisslons on fund executions 
xn»n:; a nuna«r of brokers, yho, slthouyn they had nothing 
to do with execution of the transaction, had been otherwise 

'iolpful in culling fund shares or in giving invootrant advice 
or noth. 

brokers executing transactions for mutual fund* 
vara willing to give up as much as 731 or core of their 
corvaissions. 

As Slight be oicpactod, the .Securities and Exchange 
Co&iuission became concerned with tho influuncs of fund 

and other institutional transactions on the structure of tho 
market for securities, as wall aa with the fixed rates 
(without quantity discounts) cnarcoi under exchange rules. It 
was this last feature which had resulted in the development 
of reciprocals and give- upa.. 

Yho give-up' tecuniguo was not without its limits, 
because of a rule of the hew York Stock bxenango (,<YSh), 
co. -L.iauiona on transaction tneru could only uo given up to 
oti»_*r centers of that exchange. The regional exchangee, as a 
way of competing with UXSZ, were leas strict, hoarly all tho 
regional exohangoa permitted cormisalon* to bo given up to 
r.oh-uaaoors provided tnoy were r-cruioro of National Association 
of Eocuritiaa healers, lac. (HASH). 

***** is the only national securities association* 
ro;isterod with tho JbC under Eoction 15v of the 1^34 Act 
(1J U.S.C.’S 730-3; tho baloney not (added in 1334)), the 
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purpoae of which was to establish supervised oolf regulation 
of over tne~counter broker* and dealers. itAfib has rule- 
baking power. 

lUe stailablUt/ of give-ups posed a dll*:«M for 
fund teenagers. The business was that, of the funds; the fund 
was t;ia custonior. but exchange rules prevented an/ rebate on 
tha fixed cocniusions to tae cuuteoar, gather than laava all 
tAa conr.issions wit.* the executing brokers, the fund ivinayer 
directod qivo-upa to those br iars who sold fund -hares, True, 
•• plaintiff* arjus, this beaofitou the fund /nanacar because 
it rowardod brokers who sold fund shares, who thus increased 
the Assets of the rund, and who thus enabled advisory fuos to 
increase, but it uid no hara to the fund because (by dafinition) 
t]io fund could in no event secure a rebate. In point of fact, 
tuere was aono benefit to the fund atoexhoidors fron the 
increase in fund asiicta by sale of uvoru shares; auvieory fuea 
usually, if not always, .70 down on a sliding seals of ascending 
asset value (such was tho case with fund here). 

Son-o fund uanagora, however, sought to secure a 
benefit to tneir fuudii oy recapturing for then a part of the 
oxcoas coi^aiaaiono available as yivo-ups. This was done 
beginning in by use of a broker dealer affiliate wno was 

a member of :;A3b, as, for example, tho underwriter who 
soldshares of a 'load* fund on a coMcissioa basis and whose 
qualification to bo a axj^bor of !J.\SO was clear. Injat least a 
few instances, tho fund rana 7 or* croatou a broker-dealer 
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subsidiary which oacnue a asvioftr of a regional exchange. hy 
tho9a foMu, «o.r,o of tils co-missions on portfolio transactions 
waro used to reduce tne advisory fuos of tl.a fund tana jera. 

ihs concern of tno iSCC with fixed conoisalon rates 
(without quantity discounts on large transactionu) included 
a cone ora with twa give-up technique. These concerns in 1968 
led to discussions between the SbC and UYSL, a* a result of 
pressure froa the SiC, give-ups on MTS* wer« proJiiuitcd ay 
its rulea after Docaraoer 5, 1968. In response to t txu satue 

pressure, all the regional exchange* prohibited give-ups at 
tho aar-o tiaa. 


reciprocals could not ho used after July 15, 1973, 
because a Rule of bASJ effective that date prohibited thoa. 

(.ho rule was adopted by <.A HD after the 3bC had puoliciy stated 
that reciprocal practices nust be terminated' for a nuruuor 
of reasons given in the «Uto:ieut: sue Policy Statuneut, 
February 4. 1372.) 


2 n its continuing study of the securities business, 

Uio sac took note of the use by ao:.-o fuau sanaqurs of ce^bersnip 
Iji re^Iona7. exchanges as a naans of securing give-ups or 
otherwise to recapture co.-.lesions. -.ho r,i;j found this to 


~‘ u against the public interest and on this account and for other 
reasons, effective March IS, 1973, the Jbd adopted hula 
l?b-2 under the 19 34 Act. This Uelu require a that each nether 
of a national securities exchange r.ust have 'as the principal 
purpose of its s'.uroersalp t.io conduct of a public securities 
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buainoaa" (eupheals ■u.ipliod) , which wee dofim»d to s.oaa tn*t 
4UI iii value of it* oxcnange transactions had to ba for 
perrons not affiliated, Vho offact oi thia hula was to r^ke 
it i:.;/Oiaiblo for Investment companies to recapture any j?art 
of their co-.ndasions through tho uao of broker affiliate* 
(unless such affiliate did S0% of it* business vita persona 
independent of the investment company, that la, was Iruly 
a "public ' broker). 

The 5I.C took noto at the time ( release do. S350, 
January 16, 1373, aoctlon VII (,\)) ; 

On the regional esenanoea ran/ subsidiaries of 
Investment r;naa-,‘oro and inautanca co.ipanU** nave 
purci.ar.od ueati to tracio for t‘«s account of tho 
affilidtou 'parent' or to oe euad for 'recapture* 
of conn?it3ion dollars for that pnr-int.' 

Qno of tho principal reasons </iven for the adoption 
of hula 13b- 2 va s a finding i>y the U£C that 'rairoerohip (in an 
eacnangeJ utilized priuaril/ . . . for the purpose of . . . 
recapturing ccmrid-naicrui charged on exchange securities 
transactions, directly or indirectly, is inimical to the 
protection of investors, fair deaHc? in securities traced in 
upon auca exchanges, the fair administration of such excr.anjea 
and the Interests of the puolia in vaster a wo aro >uandatod to 
protect in the doveloptient of a central market, syataa for 
listed hucuritles.' SLC holease :,o. 3350, January 16, 1373, 
Introduction. 

It -ay mentioned that hula 13b-2 has been attacked 
® regional *tx C'.anger its appeal to a court was difl.tiuuod for 
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l«cx o £ jurisdiction, without reaching tha merits. Stook 

W&fiMiL Jnc. v. iJbC, 485 2\2d ?1B (3d Cir. 1973), 0 ert. 
Uonlau __ U. 8. (13 74), 

3. 

rna Advisor and tl.ooo interested in it - chiefly 
daorge - zanagod and controlled tho Fund. If there waro a 
conflict in intorost between tho Fund and tho Advisor, tha 
econotdc interest of .dia enlef personalities would be witii 
Adviaar. la a general sens*, howovar, what was good for the 
Fund was good for tho Adviser, that is, tho snore successful 
aau ti<a larger the Fund became, tho greater would ba tho 
advisory fee to Advisor. 

in tho aiattur of reciprocals and glvo-uys, there la 
no question hut that the Advisor, acting for Fund, directod 
reciprocals and give- up* to brokers who cold Fund xjharoa or wno 
gavo research material to the Advisor or both. 7o what extent 
tnia waa uono is difficult to say. According to too record*, 
all brokerage cociniasions were so treated. For example, Lu 
tho prospectus of Fund dated .lay l, in* {Lx. } t was stated 
that all brokerage corntiaoion* wo; * paid eith brokers who 

provided helpful information or to brokers 'in connection 
witn tho aalo of Fund shares'. la his testimony, uworge 
suggested that records for the StC required auen allocation to 
bo :oade. m any ovont, it is clear that tno ^dvioar directed 
■uoatantial amounts of reciprocals and give-ups. The Advises 
«*od give uya to roward brokers who uold Fund shares, seeing 
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to it that they got in earned coimriBoionu or givo-upa at 
laaat 21 and usually noro ot the A-aount of iunu shares aold ny 
ti.eitt. discovery into tno ascitic amounts of giva-ups was not 
i»*r.-uitto<l Uacauao roU tod to liability) hut it ia known that 
t.iara vara *->25,120 in glvo-ups.ln 1967 and veil,035 in 13tid. 
Nearly All tuo transactions for Pun 4 vara on :;'/3U but a ■ small 
.MircontJigo* was on regional exchanges (SI 266). It ia kuovn 
tnat tiiorm were {.205,020 in give-ups on regional «xoaangus 
betveun October 1366 and hovo^or 1363. 

Vho uao of reciprocals and gi*o-ups was fully disclosed 
in tao prospectuses of >’uni. 

Mutual funds ray sail their shares in a nuiucr of 
different ways. Soae uso an underwriter who buys at wholesale 
fro* tne fund and soils at retail either through an internal 
sales force or through inu4;ienUent broker deaiura who are paid 
a cognise ion. Others, the no-lead funds - such as fund here * 
cell direct to investors or through independent broxor-dealors 
who are not paid a cognise ion. The uso of give-ups supplied 
a rtotivo to brokers for aoUin* Zund ouarou; since no emission 
JA * paid ©a ouca sales, -jive-ups (or reciprocals) wore the 
only reward to tne brokers. 

Wi ® uso of give-up# and reciprocals did benefit tho 
ACvi.or. In.ir uso .l.o bonolitod ta. road and it. 
wcudc too larger tn. fund. u.u owUler taa <,*,,„.•««» or Cund 
would Pa por dollar of invested aossta. 

Vhe uee of reciprocals aim yivo-ups cid not cause any 
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ua?r.a jo to Fund unless plaintiffs can establish that they, 
or a ;>srt of thorn, could have boon roccvorod for the Uonoflt 
of l und. 

4 . 

linear tho taoory of the case for plaintiffs, it is 
necessary for thorn to show that Fund or Advisor could have 
formed a subsidiary wnicn coulu have properly oocorao a me fiber 
of ithSu. Mnilo this if a hypothetical matter, it can he 
determined because the qualifications for :«A£J membership are 
in evidence (bit. 21). 

• counsel for plaintiffs insist that a subsidiary of 
Fund or Advisur could La a broker" and oo eligible for dASb 
xo:ujcrs.»ii>; tnot obtainin'} ...orojorsulp would ba "routine . 

Counsel for plaintiffs do not argue that such a subsidiary should 
do business with tne public in competition with other brokers 
nor that the aubsidiary should oxeouto any transactions for 

Fund. i'ho argurxnit is that the subsidiary could secure .«ASL> 

/ 

c«nberahi>> solely to oualify for givu-upa and other preference* 
on regional exchanges, doe i-oat-vrial heuorandum for plaintiffs. 


pp. 19-41 


:ouuc<tl for ecCondants ignore tr.io issue and offer io 


nelp to tno court. It ru.-ains a responsibility cf tne Court, 
to reacn a juat Jutern 1natio n of tne issue. 

It is concluded tnat auch a specially created uuh- 
aidiary of Fund or Adviser would not be eligiblo for murujereiiip 

in t'AJb. 
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TIjo qualifications for :i\ZD ueuberahip jr« in 
relevant part a* follows (i.x. 21, p.l04i)i 

'Aa*/ broker or dealer authorized to transact aim 
woose regular course of /.-uulncje carulsta In actually 
tiaiiiiAciitif} any litsncii of tiio lnvoatvaitt ban/^xng or 
aucurlticc business in t:.e unitod states, u.-.imr the 
lava of any btito and/or tno laws of tho United States, 
snail bs eligible to nunbvrship in thu Corporation 
• • • ' • 


Tho definition of a “broker' is as follows (Lx.21,p.l115) 

■:;w taw ’broker* :..ecns any individual, corporation, 
partnnrsnip, aosociation, joint n toc.c company, business 
trust, uniucorHoratou organization or other l«?al entity 
ongagad in the business of effecting transactions in 
securities for tne account of otners, but bows not include 
a bank.* 

Tnia definition ia in substance tnat contained in the 1334 Act 
515 o'.3.0. s 780(a)(4)). 

“ subsidiary 3ucn as plaintiffs suggest would not Da 
transacting auy branch of the ... sacuritxea uuslnoss', 

It would not be ’tranaaoting any 'business'*? it would aiuply 
wo a Jevlco for securing a preference in cocwlssion rates for 
ons investor over other investors, nor would it bo a 'broker' 
since it would not d* 'effecting transactions in securities 
for tl.o account of others“. It would not be effecting trana- 
acLions in cccuritins"; it would simply be receiving preferences, 
hor would it be acting for the account of ‘others' (plural); 
tbo suggestion is that it act for Fuud alone to qualify for 
preferences. 

neither the 19 34 /let nor the qualifications 

contanplate tr.at such a dovice could oe considered a “nroker*. 
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Counsol for the plaintiffs undoratanCnJly rely on 
tiv» testimony ey dajwjaltion of general counaol to uasu (Lx. 20). 
Tal * tc «^ifcony la pusslia-j: it la not clear. At one point, 
tha witness atatea that there ia a free entry policy* because 
-Anyone can become a broker-dealer under the 1914 Act vno roe to 
tija atatutory re--?uira>*»ttt«-. Tils court agreoo. If tha 
witness moana that such a suoitidiary aa plaintiffs surest 
would be eligible for :«ASb, I disagree. True, had there 
baon an application, U.\XJ night hava accepted the application. 
Thla would not have established eligibility but would hava 
been an administrative failure of ..ASo. In any event, civil 
liajility cannot bo imposed fer failure of defendant* to do 
wi.ot it.would have been deceptive ana improper for thora to do. 

5. 

Tno principle is accepted tnat defendants were 
uncer a duty by all proper coaa« to aoouro for ."uud tua return 
of cxcaaa brokerage cerraiasions. It ia not shown that aefondants 
could hava properly eecurod an/ return for PunJ. 

Counsel for plaintiffs ably argue that there were 
three ways of doing this: (a) give - up a through the VaV/ Stock 
exchange, (b) givo-upe and discounts through t/.o Pacific Coact 
ftoex exchange, and (c) tender offer fees. Ceo Post-Trial 
.icooranexra. i>p. 24-3D All tnraa deponuoti. however, on 
morwerehip in ..ACJ and, as explained neovo, tna suggested 
subsidiary would not ba eligible for ,;.\do membership. 

In audition, counsel for plaintiffs arguo (Post Trial 
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;;*norandua, pp. that tuere were ndvantaaea tor«ub«r- 

aulp by a new subsidiary In tn« I’DW stock Exchange. it 

la accepted tnat cenborahlp i« raw did not require ramoerahip 
* in ;.AbJ (Si 37-58). 

^oao advantages, if any, were obtainable only for 

tnc poriod prior to iiaren 15, 1971, when ««!• lib-2 became 

effective, but to secure euch advantages (assuming that 

t/.ur« were sore) would require defendant* to pretend that tne 

new subsidiary was a broker, whoa in fact it wan not, for t:io 

purpose of uacurlng a preference over other investors by 

rwL^ turLi'j a part of tile fixuc coc.’alouiona, l.nila it nay 

;.ave tuen theoretically possible for and the cofcndantu. in 

collusion and for the ewlfiaa purpeuo* of each, to accomplish 

3uc.i a result, it would have been contrary to public policy. 

b,e Sid found, am elWy noted, that to use rubers!;ip in an 

oxc 4 aa«c. for the purpose of . . . recapturing oooniaaloaa . . . 

A * lili;alCal 1:0 •• • ^Ar dealing in securities traded in upon 
such exchanges , . 

. Civil liability can .oarcaly ho imposed lor failin.j 

*o do wnat it would h.v. toon cootary to puolic policy lor to, 
duiendants to Co, 

0 . 

Counsel for plaintiffs, vitn eone reason, rely cn 

• V - 44i '•*» «» u.t Cir.,, oort. don. 404 u.s. 

> * 4 “ ,ua <> oat-'.rial :iooorandun p.j) that tin, 

i«u.. and 'act.- la tho oaaa at bar arc 'virtually identical 
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to the issues and fact* * In Uoano. ih<t argument cannot be 

•CCOpted. 

Whether Mono* WJI rightly decided la aubjucc to ao.-n 
doubt and eucn doubt la permissible since the decision is 
not Placing In this Circuit, it should bo noted that noaos 
waa dacldod in Juno, 1371. soa* time before the finding by 

3;IC w of membership* to recapture cowniasion* 

waa against public polio/ and before the adoption of aulo 

lJ * 2. Tno ***as dociaion Ham not boon Applied In any action 
in this Circuit but naa boon diecuasod by Judge Ourfain in 
Weioa v. Cbalkcr, 55 P.a.D. 168 (S.L.U.H. 1372) and 53 r.Jt.O. 533 
(o.b.u.Y. 1373). Share is nothing in Judge Curfoin'a discussion 
whion would saggout liability in the case at bar. 

Por present purpoaoo, it i« assumed that hoses 
reached tne ri 7 nt result, it is not applicable acre, however, 
because, wnile tho situation in hoses ia superficially similar 
to that in tho cane at bar, tho two situations on atuay are 
aeon to be clearly dietinguian&blo. 

.ho fund in Poses wao not (as hero) a no load fuld. 

** tiie contrary it sold its shared to an underwriter ICrccby) ; 
vnich was a subsidiary of tim adviser and which resold the share* 
t-.rough independent uioiora and dealers who in turn resold 
to investor cujtoaura who paid a cosnission on the purchao*. 

Crosby was a norjbor of :<gsy. 

Crosby was not only a tieirber oi ...VS.) before tho Moans 
litigation began but Crosby appears properly to bAve qualified 
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for riucn nonoarehlp. eroooy'a qualificatlou for -asu raoburahip 
*** accepted without queution by ill parties in roses and by 
trto court of vppu.%1# (*•* 443 at J75). While croauy wax 

not a broker" and did not deal with the general public, 
it was a 'dealer * bocauso it bouqht the fund shares for lln 
own account and resold them 'to independent broker-dealers' 

(445 F.2d at 371), *’his fits the definition of -dealer" usad 
by :*abj (>:x. 21, i>. 1059). 

counsel for plaintiffs in <uo*«e are couxisel for 
plaintiffs hero, in .iosos they argued that the fund could have 
rucovorod ( recaptured") part of the co.'xoissiona paid on fund 
portfolio trAnsactiono, 

(a) by creation of a orokor affiliate, or 

(b) by channeling yive-upa to Crosby (a .Terror of .i.\i b) 
ami having Crosby credit the fund on its advisory foo. 

ruo District Court ruled (316 F.3u:>p. 31 ) tnot 
neltucr cctnod of recapture was available. 

Ih« Court of Appeals ruled that there vaa no duty 
to recapture by creating a broxer affiliate out that there was 
a duty to channo1 give-ups to Crosby. 

* no holding in ;Soses was that if recovery ("recapture ) 
of give-ups was "frewly available- to the fund there, ite 
directors had a duty to recover them for the fund (445 r.id at 
J74). She court of Appeals found that «o~o of the regions) 
exenangaa * permitted iwmbora of tha National Ansoclatioa of 
Securities toalors («Adb) who ware not oxefcanga swswars ... to 
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rocelvo cuatoieor dlrocted give-ups. Crosby was a Rm^ar of 
v»#0. * «4a r.2d at 373) 

it> not clear on what oasis the Covet in coses 
hold llai>lo tno advisor and too affiliated director*. vt sots 
i-oi«is, it appoare to *>a because tnoro was a failure to disclose' 
to tho oaafilliatod directors fcho possibility ef recapture 
turough Crosoy's iiASi) aasoerehip (443 P.2d at 377, 3(13-84). 
aufc “* ut *^»r the basis of liaollity raay ha, it aust rest on a 
conclusion by tho Court of \ppeala that recapture was -freciy 
aval low la' la roses. The conclusion is never oapressly stated 

uut it la implicit in the reasoning (sea, for axanpla. 443 r.2d 
at 3U4-3S). 

Tor tiio reasons already given, recapture was not 'freely 
available in the ease at bar. Thus, the decision in :x>scs v. 
uur &P* *** no application. 


The Clark la directed to enter judgnant in favor of 
uufwnUants, disalsslng the action on tno nerlts. 

30 QT&ZRr.O, 

oataci. ;«ew YorK, Jew 'torn 
October 23,1374 

IN2I.H J. WYATT 

United states Pistrict Judge 





* FILED 4^34fa 
„ N0V « 19U 1 


UUT2D STH'i’lid liTJ T.»I0i COU.iT 

sou’.h.j.u; ui jv.it jt of r,s.i yoiIil 

HOS/iLIUD FJtt.il, and Gii.lALD F0J2L 


-against* 


Plaintiffs 


,1. oi!j3T:nrrv f ja., John cu.-mijr, 

FJ(a 1«K (i, l'JwiijJrt | JA, t MAA.iSii K. I 

iiJJl.AilL) .V. ,tADCi,I;’F2, JTA? L.i!' I.. SA iJL, 
FRANCIS u. V.:.A,£i\, AFRICAN IiiV^oYJHJ 
CttlPOdATI JK, A.-.i,aC,tf; INV.W'iO.U Klffi, j 
INC., ClJiidTM/TT OJrtP. 

Defendants. 


£0 OF 


66 Civil 203,5 (IJW) 
JUDGMENT 


The above entitled action having been brought on regularly for 
trial before the Honoruble Inzer J. Wyatt, United States District j 
Juuge, on September 4,5.6,10, and 11, and October 4, 1973, on the 
issue of liability, und at the conclusion of the evidence, the 
Court having reserved decision, and the Court thereafter on ' 

October 29, 1974, having handed down its opinion in favor of the 
defendants, it is, 

Ojib^.irU, ADJUDGhlJ and D2Cd2iiID: That defendants )2J.lttl£ A. 
CliSdTMUT'f , JR., JOHK CUH.iTJd, FRANK 0. FOWLER, JR., WARREi! K. 

GREENE, HIClmH-J Vi, RADCLIFFE, STAHLS L. SAB2L, FRANCIS L. V22D2S, 
AH.2RTC.U; INV.JIVORS C RPOUTTJW, Ail.iRICaN INVESTORS FUND, INC., I 

CHESTNUTS CDHI'., have judgment against the plaintiffs ROSALIND 
10d2u and <J2.U.,D FO.iiSL, dismissing the action on the merits. I 


Dated: New York, lj.Y. 

Novomocr b, 1974 


3^/.vA , / ? \ ' Yi / 
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UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 


X 


ROSALIND FOGEL and GERALD FOGEL, 

Plaintiffs, 


6C Civ. 2855 (IBW) 


-against- NOTICE OF APPEAL 

GEORGE A. CHESTNUTT, JR., JOHN CURRIER, 

FRANK G. FOWLER, JR., WARREN K. G n EEN, 

RICHARD W. RADCLIFFE, STANLEY L. SABEL, 

FRANCIS L. VEEDER, AMERICAN INVESTORS 
CORPORATION, AMERICAN INVESTORS FUND, 

INC. and CHESTNUTT CORP., 

Defendants. 


X 


SIRS: 


Notice is hereby given that plaintiffs Rosalind Fogel 

and Gerald Fogel hereby appeal to the United States Court of 

Appeals f* r the Second Circuit from a judgment entered on 

November 6, 1974 against plaintiffs dismissing this action 

on the merits. 

Dated: New York, New York 

December 2, 1974 


Yours, etc., 

Pomerantz Levy Haudek & Block 


1 


rneys for Plaintiffs 
Rosalind Foq^i and Gerald Fogel 
295 Madison Avenue 
New York, N.Y. 10017 
Tel. No. 212-532-4800 









Clerk, 

United States District Court 
- for the Southern District of New York 
United States Courthouse . 

Foley Square 

New York. N.Y. 10007 

ROGERS HOGE & HILLS, ESQS. 

Attorneys for Defendants 

Chestnutt, Jr., Currier, 

Sabel, Green, Chestnutt Corp. 
and American Investors Corp. 

90 Park Avenue 
New York, N.Y. 10016 

ROGERS & WELLS, ESQ. 

Attorneys for Defendant 

American Investors Fund 
200 Park Avenue 
New York, N.Y. 10017 
















